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Settling with Agent is best solution 


in a depreciation case, even on a tugboat 


by CHARLES S. LOWRIMORE, SR. 


Not every practitioner has to go to the mat with the Commissioner over deprecia- 


tion on a tugboat, but Mr. Lowrimore did, and in the course of it demonstrated one 


good way to fight a depreciation rate case. The problem, of course, is what is ex- 


pected useful life. Each case is to some extent unique, especially if there are no 


previous cases directly in point. Mr. Lowrimore, Wilmington, N. C., CPA and editor 


of the JTAX Planning Department, operated on the assumption that the place to 


settle these cases is with the agent; consequently, he prepared his material with as 


much care as though he had been going into court. It worked, and saved much time, 


money and effort for the taxpayer. This memorandum shows how the case was re- 


searched, the materials and resources used and how it was presented to the IRS. 


." TAXPAYER, an individual, was, 
prior to entering into the marine 
construction and towing business, for 
many years employed in a similar busi- 
ness where he had gained a thorough 
knowledge of the field through experi- 
ence. The predecessor business taken 
over by this taxpayer had always oper- 
ated used tugboats and, for depreciation 
purposes, took in all cases, a life of 10 
years. The records of the predecessor 
had been from time to time examined 
by the IRS and the allowance for depre- 
ciation of 10 years on the tugboats had 
been approved. 

The business conducted by the tax- 
payer is that of towing and marine con- 
struction. The tugboats owned by him 
are all second hand. They are restricted 
to rivers and inland waterways, includ- 
ing the salt water sounds. They are sub- 
jected to heavy duty; the work they do 
includes the construction of breakwat- 
ers, dams, jetties, piers and wharves. 

The taxpayer at the beginning of 
operations and with the purchase of the 
first tugboat adopted a useful life of 10 
years. Incidentally, this boat is now in 
dry dock for a complete, rebuilding after 
only six years of useful life. Subsequent- 
ly. other tugboats were bought from the 
estate of the predecessor in the business 


taken over by this taxpayer, and on 
which a 10-year useful life was deter- 
mined as adequate and reasonable. How- 
ever, one of the tugboats within four 
years after purchase required replace- 
ment of power plant. 

The taxpayer’s records had been ex- 
amined for the years 1955 and 1956 by 
a Revenue Agent who had proposed to 
increase the lives of all of the tugboats 
in the fleet to a 30-year life from date of 
purchase. This proposal seemed to us 
contrary to the facts and to reasonable 
application of the existing law, Regula- 
tions and judicial determinations. 


Normal life of the tugboat 


Consideration must be given to the 
probable normal expected useful life of 
the tugboat, whether new or used, in 
view of all of the conditions under 
which it is to be operated. Here, prior 
experience of the taxpayer with the same 
or a similar class or type of tugboat 
operated under the same or similar con- 
ditions is most helpful. But, because of 
the many classes, types, power plants 
and sizes, many taxpayers have not had 
such prior experience. In that case, the 
taxpayer should look to the marine ser- 
vice industry for documented evidence 
of comparable tugboats under compar- 


able operating conditions and _ uses. 

The expert opinion of a marine ap- 
praiser, engineér or surveyor is in many 
cases invaluable with respect to prede- 
termining the probable useful life of a 
tugboat. The cost of this appraisal or 
survey is justified for the purpose for 
which intended and in addition for oth- 
er purposes relating, for instance, to in- 


surance. This service and expert opinion - 


is of special value when the taxpayer is 
estimating the probable useful life of a 
tugboat purchased at second hand, in es- 
tablishing the ‘allowance for deprecia- 
tion” deduction. 

The tugboat may be used in services 
and under conditions which would in- 
dicate a much longer life than it would 
have if used in heavy duty operations. 
Thus, a tugboat which is used as a pilot 
boat or exclusively in deep water towing 
may reasonably be expected to last 
longer than one which is used in dredg- 
ing operations and in marine construc- 
tion where shoal water is frequently a 
major problem. 

In dredging operations the tugboat is 
required to push scows into shoal water, 
to place pipe lines in shoal water and to 
remove both when the work is com- 
pleted. In marine construction the tug- 
boat is used in heavy duty operations 
moving and placing dredges and equip- 
ment, cranes, derricks, pile drivers, 
scows and workboats and in this process 
substantial damage to both the hull and 
the power plant is frequently experi- 
enced. 

The Corps of Engineers of the United 
States Army takes into consideration the 
depreciation of equipment of contract- 
ors bidding on projects under their pro- 
gram. Predetermined costs are computed 
by the Corps of Engineers for purposes 
of making a determination of the rea- 
sonableness of the bids received on each 
project. The cost of depreciation of 
equipment is based on the value of the 
contractor’s plant, which includes tug- 
boats used on a project. The expected 
remaining life of the tugboat used on a 
project is determined by the Corps of 
Engineers, which is 30 years for new 
tugboats and a lesser number of years 
for used tugboats depending on the ex- 
pired life and present condition of the 
tugboat. 


Tugboat “A” 


The tugboat in question was built at 
Wilmington, Delaware, in 1881. It has 
an iron hull and is powered by a 690 
HP Diesel engine. It was purchased by 
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the taxpayer in 1955 at a cost of $100,- 
000 after having its deckhouse, but not 
the hull or power plant, rebuilt a short 
time before the acquisition. At the time 
of acquiring the tugboat, it was 74 years 
old. Without the benefit of an appraisal 
or estimate from a marine surveyor the 
taxpayer determined that the tugboat 
had an expected useful life of 10 years. 

his estimate of its probable useful life 


is based upon the taxpayer’s knowl- 
edge of marine equipment, including 
tugboats, which would be used in heavy 
duty service. Because of the age of the 
tugboat it is restricted to inland waters 
or river use only. 

rhe other tugboats in the fleet were 
used in a manner identical with the us- 
age of “Tugboat A,” all were second- 
hand boats and all were of a consider- 
able age when acquired. In the same 
manner as described above, the taxpayer 
determined from his own experience 
that the maximum usable life of the tug- 
boats was not in excess of 10 years at 


the time they were acquired. 


Subsequent survey of tugboat “A” 


In May 1958 a competent marine sur- 
veyor was employed to make a thorough 
survey and appraisal of this tugboat. His 
report shows the following pertinent and 
essential information: 

|. The name of the tugboat, its off- 
cial number (corresponding with Cus- 
toms certificate number) the year built, 
where built, its length, breadth and 
depth as particulars. 

Description of the hull, bulkheads 
and decking, along with an appraisal of 
present condition in brief detail. 

3. Description of and the condition 
of the main power plant and the auxil- 
iary power plants in brief detail. 

!. Comments of the appraiser with 
reference to the age and condition of the 
tugboat and recommendations as to its 
limited-service use. 

5. Estimated remaining life of the tug- 
boat, at the time of making the apprais- 
al, as seven to 10 years, but specifying 
that such life would depend upon lim- 
ited harbor service only. 

6. The appraiser estimates that the 
tugboat, at present prices, would cost 
between $450,000 and $500,000 new. 

Chis appraisal was made by a recog- 
nized authority in marine circles. Let- 
ters from others in the locality were ob- 
tained in support of the capabilities and 
integrity of the appraiser. 

Similarly, appraisals were made by the 
marine expert on all of the tugboats in 


the fleet and such appraisals contain the 
same kind of information as is described 
above for ‘““Tugboat A.” 


Normal maintenance and repair costs 


The normal maintenance and repair 
costs may be described as expenditures 
which are necessary to maintain the tug- 
bdat in an efficient and usable condi- 
tion. To perform the services for which 
it is certificated and licensed, this de- 
scribed condition must meet the inspec- 
tion requirements of the United States 
Custom Service of the Treasury Depart- 
ment. 

The costs generally but not exclusive- 
ly would include the handling, cleaning 
and painting of the hull, deckhouse, su- 
perstructures and other parts, the regu- 
lar and periodic repairs to power plants, 
running gear and other equipment. In 
addition there are other repairs made 
necessary by damages caused while in 
use or at dock. 

The United States Corps of Engineers 
takes into consideration this normal 
maintenance and repair cost in all bids 
received for projects under its supervis- 
ion. It estimates that the cost of such 
maintenance and repairs of tugboats 
will range between 8% and 15% of the 
cost of the tugboat, in each case taking 
into consideration the age and efficiency 
of the tugboat. 

In the taxpayer's case, the percentages 
of the total over-all maintenance and 
repairs for all purposes, were as follows: 
1952 (5.27%), 1953 (9.37%), 1954 
(8.28%), 1955 (6.26%), 1956 (7.02%) and 
in 1957 (7.773%). This six-year period 
shows that the maintenance and repairs 
costs were not excessive, but below nor- 
mal as compared with the estimates of 
the United States Corps of Engineers. In 
determining whether or not the mainte- 
nance and repair costs are within the 
range of normal, it is essential that the 
age, original construction and other fac- 
tors relating to condition prior to the 
dates of comparison be taken into con- 
sideration. 

The existence of an excessive expen- 
diture for the maintenance and repairs 
of tugboats may possibly be interpreted 
as being evidence of improvement. How- 
ever, this is not necessarily so, since be- 
cause of unusual circumstances and con- 
ditions, the costs may be excessive in 
comparison with other periods where 
circumstances and conditions were nor- 
mal. That is the purpose of keeping ac- 
curate and provable cost accounts along 
with an understandable descriptive case 
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history in the event of unusual and ab- 
normal conditions, which relate to acci- 
dents and damages. 

In the case of normal maintenance 
and repair costs there is an indication of 
only required standards of efficiency. In 
the case of below normal costs there is 
an indication that inspections have been 
met with a very minimum of outlay, and 
as a result a faster depreciation of the 
useful life of the tugboat. This proce- 
dure tends to be followed where opera- 
tors have purchased tugboats with the 
intention of replacement after a deter- 
mined number of years and for this rea- 
son keep the costs of maintenance and 
repairs at the lowest possible level to 
meet inspection requirements. 


Financing a used tugboat 


Discussions with lenders of funds with 
which purchases of used tugboats are 
made will definitely establish terms 
upon which credit will be granted. This 
is a factor to be given consideration and 
it is an indicator of the useful life of 
the tugboat in a profitable operation. 
The creditor is primarily interested in 
the ability of the debtor to pay off the 
obligation and will inquire into the ways 
and means of such repayment. One of 
the largest finance companies in Amer- 
ica limits the financing of used tugboats 
to a period of 10 years. 

The lender of funds is not too much 
concerned with the physical property 
after its useful and profitable life has 
expired. Similarly, the taxpayer is not 
too much concerned with a hull which 
is still physically afloat but unable to 
earn him a profit. Therefore, his esti- 
mate of useful life of a tugboat is not 
entirely dependent upon whether or not 
the physical asset will be in existence at 
a given time. Rather, the useful life of 
a tugboat, as is the case with any other 
physical asset, is determined with due 
consideration for its earning capacity 
and its useful profitable life. Obsoles- 
ence of used tugboats should be given 
careful consideration. This is so because 
the tugboat as such with its present pow- 
er plants may be profitable for a period 
of time, but it may be made more profit- 
able by a changeover to currently im- 
proved power plants and other equip- 
ment, thereby making the original power 
plants and equipment obsolete. This is 
true even though the changeover or re- 
placement may be used power plants 
and other equipment, but of a later and 
improved model. It is also true, in most 
cases, that, where the tugboats are very 
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old, the taxpayer would not consider the 
installation of new power plants or 
equipment which might outlast the hull 
and other structural parts of the tug- 
boat. 


Actual experiences 

In the case of the taxpayer there are 
two outstanding experiences which have 
occurred in the immediate past that are 
significant and which definitely support 
a short life on tugboats where compos- 
ite rates are used for the over-all costs. 

One tugboat was purchased in Jan- 
uary of 1952 and the taxpayer deter- 
mined that a 10% composite rate should 
be used under the straight-line method. 
After four years it was found that the 
main power plant (Diesel engines) could 
be replaced with improved, more eco- 
nomical engines resulting in greater 
operating efficiency and consequently a 
greater potential profit. Although the re- 
placement engines were also used en- 
gines, they were needed to replace obso- 
lete and worn-out engines. The cost of 
these used engines, just four years after 
purchase of the tugboat, was 61.5% of 
the original over-all cost of the tugboat, 
hull, engines.and equipment. Of course, 
the replacement was capitalized. This is 
the proof of error in judgment, which is 
more common than uncommon, in deter- 
mining the useful life of the over-all 
cost of the tugboat and the application 
of the composite rates. It is also proof 
that obsolescence must be used as a fac- 
tor in determining the “allowance for 
depreciation” even though used prop- 
erty may be replaced with used prop- 
erty. This boat was built of wood in 
1906 and was 46 
quired. 


years old when ac- 


In another case, the tugboat was pur- 
chased in June 1951 and the over-all 
cost has been depreciated at 10%. This 
boat was built of wood in 1937 and was 
14 years old when acquired. It was de- 
commissioned in 1957 as unfit for use 
after six years. The tugboat will be com- 
pletely rebuilt in 1958, from stem to 
stern, keel to mast, and all in between, 
including power plants. This is a classic 
case of overestimation of the useful life 
of a tugboat. 

The tugboat being rebuilt, now in dry 
dock, when recommissioned will have a 
further determined 
when all repairs have been completed. 
In the report he states, 
“planking and ribs that have been te- 
moved are completely deteriorated.” 

In the first case as described above an 
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inadequate provision was made for the 
depreciation of the tugboat engines from 
the date acquired to the date of the re- 
placement of engines, that is, a pericd 
of four years. 

In the second case there was an in- 
adequate provision made for the over- 
all depreciation of the tugboat. In this 
case, there is a salvage value after the 
expiration of the six years and at the 
time of decommissioning, but it is not 
reasonable to assume that such value is 
the remaining 4/10 of original cost. 
Again in this case it was determined 
that there was enough left of the basic 
hull, that is, the keel, to warrant rebuild- 
ing. 

In other cases in which this tax- 
payer has had experience it was deter- 
mined that there was not even a junk 
value. In fact, in some cases, it has been 
necessary to incur the expense of dis- 
posal of the unusable hull which was not 
in a condition to justify the costs of re- 
building. 

In the Lockwood case, 4 BTA 1269- 
1270 (acq.), the Board took notice of the 
necessity for reconditioning a tugboat 
every 10 years; therefore, since the Com- 
missioner had acquiesced in that case, it 
seemed reasonable to accept a deprecia- 
tion rate of 10% as applicable to the 
reconditioned boat, taking into consid- 
eration, of course, a reasonable salvage 
value. That is to say, if the tugboat must 
be reconditioned at the end of every 10 


years, then the reconditioning costs 
should be depreciated every 10 years. 
This reconditioning relates to the strip- 
ping down of the tugboat to the hull 
and rebuilding from there up. 

In the case of Tugboat “A,” that is 
exactly what did not happen, as evi- 
denced by a letter from its prior owner. 
In this case the tugboat was repaired 
only to the extent of making it salable. 
Quoting from a letter of the prior own- 
er: “The repairs were made with a view 
to conditioning the vessel in order to 
make it salable and in no way should be 
construed as a rebuilding operation. In 
the opinion of the writer, the vessel was 
restored to a point whereby it should be 
seaworthy and serviceable for a period 
of from eight to 10 years.” 

It was apparent that the past experi- 
ence of the taxpayer and that of his pre- 
decessor in the same business had been 
This, in my 
opinion, was an error in judgment which 
stemmed from an admitted lack of ex- 
perience on the part of the examining 
Agent. Nevertheless, this taxpayer was 
required to defend an otherwise estab- 


given no consideration. 


lished position with respect to deprecia- 
tion allowances. This defense of a de- 
fensible position required a cash outlay 
for fees to appraisers and others—an out- 
lay, nevertheless, justified by the result, 
which was that we were able to settle the 
case with the agent and avoid litiga- 
tion. vt 


Offsetting expense accrual should be 


allowed when claim-of-right income is taxed 


5 ipo CLAIM OF RIGHT doctrine has 
grown from a rule applicable to 
highly unusual situations to one that 
threatens the entire concept of accrual 
accounting. An examination of its 
growth was part of an excellent review 
of the problem in tax accrual account- 
ing for contested items written for the 
Michigan Law Review (Vol. 56, 
727) by Harrop A. 
of Law at Cornell and in practice in 


page 
Freeman, Professor 


Ithaca. That article is not only exten- 
sively footnoted with reference to the 
cases; it also contains an appendix list- 
ing recent law review articles on the 
subject. 

As to the claim of right concept, Mr. 
Freeman pointed out that it is generally 
recognized that it was “introduced into 
the law—much as was the ‘constructive 
receipt’ theory—to tax a cash-basis tax- 


payer with the receipt of amounts which 
might be under litigation or which he 
might later have to repay. It was in- 
tended to determine whether an item 
was taxable, not when. The application 
of the doctrine to accrual taxpayers de- 
veloped almost entirely from opinions 
of Judge Rice in the Tax Court,! and 
these opinions were usually reversed 
when they came before the courts of 
appeals. Most law review articles com- 
mended refusals to apply the claim of 
right test. In Automobile Club of Michi- 
gan, (353 U. S. 180 (1957)) membership 
dues paid yearly were deposited in the 


1 (Wallace A. Moritz, 21 TC 622 (1954); Beacon 
Publishing Co., 21 TC 610 (1954); Curtis R. An- 
drews, 23 TC 1026 (1955); E. W. Schuessler, 24 
TC 247 (1955). The Moritz and Andrews cases 
were not appealed). The Beacon and Schuessler 
cases were both reversed. Beacon Publishing Co., 
(10th Cir. 1955) 218 F.2d 697, and Schuessler, 
(5th Cir. 1956) 230 F.2d 722 


see 
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Auto Club’s general bank account and 
an offsetting liability account, ‘Un- 
earned Membership Dues,’ was credited. 
Each month one-twelfth of the dues 
were transferred to a ‘Membership In- 
come’ account, which thus became a part 
of the yearly reported income. The ma- 
jority of the Supreme Court, relying both 
on the ‘claim of right’ theory and on 
the conclusion that the method of 
monthly allocation was ‘purely artificial,’ 
required the total accrual when the 
amounts were received. The dissent 
denied that ‘claim of right’ had any 
legitimate application and that the Com- 
missioner could depart from the tax- 
payer's method of accounting, unless he 
found (which he could not) that ‘ “the 
method employed does not clearly re- 
flect’” the taxpayer’s income.’ 

‘The Automobile Club of Michigan 
case may seem at first to add confusion 
to an already confused area. In the 
indrews case the Tax Court noted that 
its dilemma was between deciding con- 
trary to sound accounting or contrary to 
the ‘firmly established “claim of right” 
doctrine.’ If in the Automobile Club of 
Michigan case the Supreme Court has 
chosen the claim of right rule in prefer- 
ence to sound accrual accounting, then 
the case is to be lamented. But it is 
possible that the Supreme Court did 
not go this far. First, it may be sayirg 
that income must be reported as soon 
as received, even by an accrual taxpayer, 
but that he may be entitled to an off- 
setting expense accrual unless it “is pure- 
ly artificial and bears no relation to 
the services which petitioner may in 
fact be called upon to render : 
Second, by citing the Beacon and 
Schuessler cases as distinguishable, while 
refusing to comment on their correct- 
ness, the Court seems to have recognized 
the right to accrue an offsetting ex- 
pense for real services to be performed 
at specified later times. Third, it may 
have rested its decision on the discre- 
tionary power of the Commissioner to 
determine that the taxpayer’s accounts 
did not ‘clearly reflect the income’ for 
tax purposes. It is to be hoped that this 
third basis will not be pressed, if it 
is to hold that the IRC thus divorces 
tax and business accounting. 

‘If we revert to the two previous 
Supreme Court cases which have some 
similarity to the Automobile Club of 
Michigan case, we may be able to de- 
termine the likely application of the 
holding. In North American Oil Con- 
solidated v. Burnet (286 U. S. 417 (1932)) 
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Automobile Club of Michigan, 
353 U. S. 180 (1957). Membership 
dues paid in advance for one year 
must be accrued at once rather than 

- over 12-month period. 

Irwin, (Third Circuit 1956) 238 
F.2d 874. Contractor not allowed to 
accrue liquidated damages for delay 
in construction because Government 
was contesting liability. 

Cold Metal Process Co., (Sixth 
Circuit 1957) 247 F. 2d 864, stating 
same rule as to income challenged 
in patent litigation. 

New Capital Hotel, 28 TC No. 77 
(1957); Jack Shaucet, TCM 1957- 
133, Prepaid rentals income to ac- 
crual taxpayer when received. 

Bressner Radio Inc., 28 TC No. 
40 (1957). Television service com- 
pany must accrue payments when 
received without offsetting accrual 
of later services. But liability to an- 
other company taking over service 
contract properly accrued. 

Phillips, (Seventh Circuit 1956) 
238 F.2d 473. Attorney required to 
accrue income received as contin- 
gent fee, though case later reversed 
and fee to be paid back. 

Lee McRitchie, 27 TC No. 65 
(1956). Dividend declared on stock 
involved in title litigation cannot be 
accrued until released. 

Thalhimer Bros., Inc., 27 TC 
No. 733 (1957). Insurance proceeds 
not accruable as income until ac- 
tual receipt where amount disputed. 
Charles M. Kilborn, 29 TC No. 
14 (1957); Arthur V. Morgan, 29 
TC No. 9 (1957); Clifton E. Baird, 
TCM 1957-192; upheld by the 7th 
Circuit 6/20/58); J. H. Schaeffer, Jr., 
TCM 1957-68; Burl P. Glover, TCM 
1957-45; West Pontiac, Inc., 27 TC 
749 (1957); Texas Trailercoach, Inc., 





OUTSTANDING RECENT CASES INVOLVING CLAIM OF RIGHT 


27 TC 575 (1956); Albert M. Brod- 
sky, 27 TC No. 23 (1956). Accrual 
income credited by financing com- 
panies to dealer reserve account 
shall be accrued at date of credit, 
without offsetting estimated liabil- 
ity, rather than when paid over. 
But see Texas Trailercoach, (251 F. 
2d 395) in which the 5th Circuit re- 
versed the Tax Court. The 3rd, 4th 
and 8th Circuits have also reversed 
the Tax Court and the issue is 
headed for the Supreme Court. 

N. Gordon Faillips, 29 TC No. 7 
(1957). Taxpayer taxed with income 
from sale of stock in year of sale 
though compelled to pay back part 
in a subsequent year. 

Delta Air Lines, Inc., (DC Ga., 
1957) 150 F. Supp. 589. Airline re- 
quired to accrue full income for 
transporting mail in year of service 
rather than later year when retro- 
active rates determined and income 
received. 

Cappel House Furnishing Co., 
(Sixth Circuit, 1957) 244 F.2nd 525. 
Accrual taxpayer to accrue business 
interruption insurance over period 
of interruption rather than earlier 
year of receipt. 

Advertisers Exchange, Inc., (Sec- 
ond Circuit 1957) 240 F.2d 958. 
Change from accruing income when 
contracts signed to period over 
which services to be performed 
could be used but required Com- 
missioner’s approval. 

H. J. Heinz Co., (WD Penna. 
1956) 147 F. Supp. 664. Vegetable 
canning corporation should accrue 
Government subsidies in later year 
when Government determines quali- 
fication for subsidies rather than 
year of sale. 

Peters, SD Calif. 1958. 








a receiver was appointed to operate 
property pending the outcome of a law- 
suit contesting the taxpayer's title. In- 
come from the receiver’s 1916 operation 
was turned over to the taxpayer in 1917, 
when a decree favorable to the taxpayer 
was entered. But the litigation was not 
finally determined until 1922 when the 
appeal was dismissed. The Court held 
the income must be accrued in 1917 
when the taxpayer obtained unrestricted 
use of the money and his ‘right’ had 


substance. It could not be accrued in 
1916 because no right to income was 
certain. It could not be deferred by 
someone else’s continued litigation after 
taxpayer had the income. Two years 
later in Brown v. Helvering, (291 U. S. 
193 (1934)) the Court held that com- 
missions received by an accrual taxpayer 
must be included in taxable income in 
the year he received them in cash, 
though they might not be earned until 
later years or might have to be refunded 
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on cancellation of the policies. The ob- 
ligation to refund was deemed too un- 
certain and contingent to accrue as an 
offsetting liability. Several cases, though 
involving cash-basis taxpayers, use 
language applicable to accrual as well 
and establish the claim of right doctrine 
as ‘deeply rooted in the Federal tax sys- 
tem.’ Lewis, 340 U. S. 590 at 592 (1951); 
Rutkin, 343 U. S. 130 (1952); Healy, 345 
U. S. 278 at 281 (1953)). 

“In short, it is probable that these 
cases engraft the ‘claim of right’ doctrine 
onto accrual accounting. But they still 
allow offsetting obligation accruals which 
are real and reasonably ascertainable, 
and they do not make accrual or non- 
accrual depend on continued litigation 
by someone other than the taxpayer. We 
can probably live with the claim of right 
doctrine if realistic accrual accounting 
for offsetting obligations is permitted 
and if the litigiousness of others than 
the taxpayer is not allowed to require 
that income be reported on the ‘cash’ 
basis and deductions on the ‘accrual’ 
basis, which would incur the condemna- 
tion expressed elsewhere by the Court, 
that such a system did not clearly reflect 
income. South Texas Lumber Co., 333 
U. S. 496 (1948). However, the court has 
recently (National Bread Wrapping 
Mach. Co., 30 TC No. 52 [see page 136. 
Ed.|, contrary to the trend of the cir- 
cuits, refused to follow this. * 


IRS litigating obsolescence 
deduction on movie theater 


Just How TouGH the Commissioner is 
being in the matter of economic obsoles- 
cence is 


shown by a new case just 


docketed in the Tax Court (Southern 
Amusement Docket No. 
72670). Here the IRS won't accept the 
taxpayer’s claim that technological 


Company, 


change is making the earning power of 
the asset in question (a theater) so low 
as to shorten its useful life. 

This case is brought by the owners of 
moving picture theaters which, they 
claim, are not structurally suited to al- 
teration to use any of the new wide 
screens: Cinerama, VistaVision, Cinema- 
Scope, Todd-AO. Use of these methods 
requires bigger screens and larger pro- 
jection space. 

Somewhat similar cases have twice 
been decided in favor of the taxpayer in 
the Tax Court. A 1945 Tax Court case 
in which theater owners were allowed 
obsolescence held, in view of the changes 


in theater styling, the entry of more mod- 
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ern theaters into the area, neighborhood 
changes, etc., that the economic lives of 
particular theaters were shorter than 
their physical lives and obsolescence de- 
permitted. Somewhat 


ductions were 





Gain on sale of vessel was capital; hold- 
ing period to be determined. ‘Taxpayer- 
partnership sold a hull after conversion 
to a tankship. The Tax Court held that 
the hull was acquired and held by the 
partnership for the primary purpose of 
sale. This court reverses. This was a 
non-recurring transaction, not a business. 
The hull was a capital asset. However, 
although the hull was held for more than 
six months, the completed ship was not. 
The case is remanded to the Tax Court 
for a determination of the portion of 
the sales price allocable to the hull; this 
portion would be long-term gain. The 
balance would be short-term. Williams, 
CA-5, 6/17/58. 


Sale of subdivided lots produces ordin- 
ary income. In 1948 and again in 1952 
taxpayers subdivided two tracts of land 
which they had purchased in 1936 as 
farmland. They then caused their closely 
held 
houses on the subdivided lots which were 


family corporation to construct 


sold to individual purchasers. Upon 
settlement of a contract, the corporation 
received a portion of the purchase 
price allocable to the house, and tax- 
payers received the portion allocable to 
the tract of land upon which it stood. 
The 


were engaged in the business of sub- 


Tax Court found that taxpayers 


dividing, improving and _ selling real 
estate and that at the time of sale they 
held the lots for sale in the ordinary 
course of that business. Gains realized 
by them from sale of the lots were there- 
fore taxable as ordinary income. Profit 
from the construction of the houses is 
taxable to them, as the corporation 
acted as their agent. Kaltreider, CA-3, 
5/21/58. 


Fill soil found to be sold; gain is capital. 
In constructing a highway near tax- 
payer's farm, the state required large 
quantities of fill and contracted with 
taxpayer for its removal at a fixed price 
per ton; the state agreed to leave the 
pit properly sloped and drained. The 
court concludes that the transaction was 
a sale of the dirt, not a lease of the 
land, which would produce royalties sub- 


New accounting decisions this month is 


similar is Charles E. Austin, 3 TCM 
1106 (1944). There an obsolescence de- 
duction was permitted to a chain of 
small gasoline stations that showed that 
the trend was to larger stations. w 


ject to depletion. One dissent on the 
ground that this transaction is not dis- 
tinguishable from mineral leases which 
have been held to produce ordinary in- 
come subject to depletion. Dann, 30TC 
No. 46. 


Gain from sale of lots ordinary income; 
cost of tract apportioned. During 1950 
taxpayer sold 12 lots out of a total of 
19 which she purchased as one tract in 
the prior year. The court finds that 
there was sufficient frequency and con- 
tinuity for the sales to be in the ordin- 
ary course of business, as distinguished 
from isolated or casual sales of property. 
It holds the 
treated the gain as ordinary income. 


Commissioner properly 
Taxpayer had also contended that she 
realized no taxable gain until disposi- 
tion was made of the entire tract, but 
the court rules that the cost must be ap- 
portioned to each lot and gain or loss 
computed separately on each sale. Ewing, 
TCM 1958-115. 


Capital gain on sale of used buses. Cer- 
tain buses, all of which were used in the 
leasing business, are found not to have 
been held for sale to customers in the 
ordinary course of business, but were 
Section 117(j) assets. (Section 1231 of 
1954 Code.) Depreciation was, therefore, 
proper and the gain on sale is taxable at 
capital-gain rates. Wagner, TCM 1958- 
112. 


Property “available” to prospective pur- 
chasers not capital. Taxpayer, an attor- 
ney, testified that the land he held was 
for sale if the price was right. For 20 
years, most of his income had been from 
the sale of land. The district court held 
that taxpayer did not meet the burden 
of proving that the land was held pri- 
marily for investment, rather than for 
sale. The gain is ordinary income. This 
court affirms. Bistline, CA-9, 6/13/58. 


Donee has ordinary income on sale of 
lots. Five weeks after taxpayer received 
approximately 200 lots of improved and 
unimproved real estate as a gift from 
her parents, she sold two. In a period 
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of 11 months, she sold, in seven trans- 
actions, 10814 lots and an entire city 
block. The court holds that she did not 
prove that the lots were ‘not held pri- 
marily for sale in the ordinary course of 
a business. Bistline, CA-9, 5/13/58. 


Patent transfer not a sale; income is 
ordinary. The court finds that the agree- 
ment under which a foreign company 
manufactured bread wrapping machines 
under taxpayer’s patents was a license, 
not a sale; exclusive rights were not 
given. It follows that the payments re- 
ceived by taxpayer were not proceeds of 
the sale of an asset, but were royalties 
taxable as ordinary income. National 
Bread Wrapping Machine Co., 30 TC 
No. 52. 


Gain on Florida real estate sales capital. 
faxpayers, Illinois residents, inherited 
stock in a Florida land-holding corpora- 
tion which liquidated. Taxpayers and 
the predecessor corporation had at- 
tempted through agents to sell the land. 
Che court holds that the taxpayers were 
not in the real estate business and that 
the sales were made in the course of 
liquidating a capital asset; gain is capi- 
tal. Powers, DC IIL, 6/11/58. 


Capital loss on sale of unused charter 
boat. A dormant corporation purchased 
a boat for the purpose of entering into 
the commercial charter business, but 
when it learned that it couldn’t secure 
the necessary license, it decided to sell 
the boat. The court holds that the boat 
had no connection with, and was not 
devoted to the corporation’s business so 
that no depreciation was allowable. 
Furthermore, since the boat was not held 
for sale in the ordinary course of trade 
or business, loss on the sale could be de- 
ducted only as a capital loss. [See com- 
ment page 144.—Ed.] Nulex, Inc., 30 
IC No. 75. 


Sublease payments ordinary income. 
Monthly payments received by taxpayer 
under a sublease of a service station for 
the duration of his leasehold are held 
to represent ordinary rental income; 
taxpayer failed to prove that any part of 
the payments represented proceeds from 
the sale of goodwill, or of any other 
capital asset. Price, TCM 1958-124. 


Jury finds taxpayer not real estate 
dealer. Taxpayer sold four lots in each 
of two years from some acreage he had 
previously acquired. The jury finds the 


lots were not held for sale to customers 
in the ordinary course of business. The 
gain is capital gain. Sage, DC Fila., 6/ 
10/58. 


Capital gain on sale of endowment 
policy 12 days before maturity. The 
owner of an endowment policy with a 
face value of $27,000 and a cost basis of 
$21,300, sold it 12 days before maturity 
to his business associate for $26,750, pri- 
marily to take advantage of the lower 
capital-gain rates. The court finds a 
“real and bona fide sale” of a capital 
asset, and concludes that the increment 
of $5,450 realized by taxpayer on the 
sale is taxable as long-term capital gain. 
One dissent on the ground that there 
was no true sale; in substance rather 
than form there was an anticipatory ar- 
rangement, with the “purchasers’”’ act- 
ing merely as intermediaries between 
taxpayer and the insurance company. 
Phillips, 30 TC No. 87. 


Capital gain on transfer of patent for 
payments dependent on sales. Proceeds 
from the sale of a patent to a controlled 
corporation are long-term capital gain, 
even though payable periodically as a 
percentage of gross sales. The court 
notes that it is adhering to its con- 
sistent position. [The IRS has announced 
that it will no longer litigate this issue 
and will shortly issue an acquiescence 
in Coplon, the case cited by the Tax 
Court here as controlling.—Ed.| John- 
son, 30 TC No. 64. 


ACCOUNTING METHODS 


Deductions reallocated among _ con- 
trolled corporations. The ‘Tax Court sus- 
tained the Commissioner’s reallocation 
of deductions among taxpayer and _ his 
four wholly-owned or controlled corpo- 
rations. Taxpayer failed to offer in evi- 
dence the books and records of the 
corporations to prove that the corpora- 
tions actually incurred the expenses at- 
tributed to them. This court affirms. 
Peacock, CA-5, 6/13/58. 


Taxpayers’ allocation of income on costs 
between related companies upheld. Tax- 
payer was formed to service mortgages 
(i.e. do the voluminous clerical work 
involved in billing and collecting in- 
stallments). It was wholly owned by an 
individual who was also the sole stock- 
holder in a company acting as a mort- 
gage broker. The two companies used 
the same office and, to some extent, the 
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same personnel. Joint expenses were 
charged to the companies in accordance 
with the revenue earned by each. The 
Commissioner allocated to petitioner 
some of the income reported by its 
brokerage affiliate and reallocated the 
expenses. The court, conceding that ab- 
solute accuracy cannot be obtained, here 
concludes that taxpayer’s books fairly re- 
flected its income. The two*businesses 
are distinct enough to make it clear 
that the division of income was proper. 
Abbott Mortgage, TCM 1958-106. 


Can deduct bad accounts treated as in- 
come on method change {Acquiescence}. 
Taxpayer had been reporting sales on a 
cash basis under a hybrid method. In 
1949 he changed voluntarily to a strict 
accrual method, without the consent of 
the Commissioner. The court upheld the 
Commissioner's contention that tax- 
payer should have included in his 1949 
income the amount of $13,800, which 
was the opening accounts receivable. 
However, it allowed deduction in 1949 
and 1950 for certain of the accounts 
which had become uncollectible. Good- 
rich, 25 TC No. 143, acq. IRB 1958-25. 


Installment method available for GSA 
contracts. The installment method may 
be used to report profits on building 
contracts derived under an “Agreement 
to Finance, Construct and Sell” (Generai 
Services Administration, Form 1276), and 
an “Agreement to Finance Construction 
and Sell” GCA, Form 1274), but not as 
to profits under an “Agreement to 
Construct” (GSA, Form 1275). The first 
two transactions are sales of real prop- 
erty, to which the installment method 
applies; the third is not. The IRS adds 
that the interest portion of payments 
can be treated as installment income. 
Rev. Rul. 58-281. 


Taxpayers win still another auto 
dealer’s reserve case. In another auto 
dealer’s finance company reserve case 
(see article 8] TAX 212, April 1958), the 
court says that the amounts withheld by 
the finance company are not income 
until released to the dealer. Pruitt, DC 
Tex., 6/10/58. 


Interest on estate tax liability does not 
accrue ratably. Taxpayer estate sought 
to deduct interest on an estate tax de- 
ficiency ratably over the period from 
the date of death (1947) to date of assess- 
ment (1951). It had paid over to the Col- 
lector in 1950 an amount which covered 
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the tax and part of the interest finally 
determined. The estate was on the ac- 
crual basis for income tax purposes. The 
district court held, and this court affirms 
on this point, that, following Dixie Pine 
Products (32 U.S. 516), there can be no 
accrual while it is contesting the liability. 
However, the district court’s holding 
that the tax was paid in 1950 and the 
interest is reversed. The 
1950 payment was to the Collector's sus- 


accrued then 


pense account. It did not terminate the 
tax contest. Hubbard Estate, (Rose, 
Ex’r), CA-3, 6/16/58. 


Corporation can deduct drilling costs 
paid out of funds borrowed from con- 
trolling stockholder. The Commissioner 
conceded that 95% stockholder of tax- 
payer corporation had lent it $175,000 
in 1950. However, he denied a deduction 
(the 
purpose of financing the drilling) on 


in this amount loan was for the 
the ground that this was an unpaid ac- 
crual to a related cash-basis taxpayer. 
The Commissioner would allow only 
$6,700, the amount it actually repaid to 
its stockholder in 1950 and within 214 
months thereafter. However, the court 
characterizes the Commissioner’s position 
as illogical; once he recognized the 
validity of the loan, he must admit the 
expenses were paid. An accrual of in- 
terest on the loan does come within the 
provisions of Section 24(c) and is denied 
as a deduction where not paid within 
21% months after the taxable year. Island 


Gas, Inc., 30 TC No. 77. 


Seller can’t deduct estimated cost to in- 
stall machine sold but undelivered. At 
the end of its tax year taxpayer had com- 
pleted sales of several bread wrapping 
machines which it was obligated to in- 
stall in the purchasers’ plants. Taxpayer 
estimated that each installation would 
take about five days and cost it some 
$300. The court holds it may not accrue 
a liability for this. Until the service has 
been performed, there is an obligation 
to do work only, not to make any pay- 
ment. National Bread Wrapping Ma- 
chine Co., 30 TC No. 52. 


Gain or loss reportable when contract 
is substantially performed. A builder of 
army barracks, reporting income on the 
completed contract basis, is permitted to 
report the loss on a contract in 1952, 
when the Government accepted the 
barracks for beneficial occupancy and 
the contract was more than 98% 
plete. The court holds that he is not 


com- 
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required to wait until the absolute and 
final completion of the job, with nothing 
remaining to be accomplished. Wohlfeld, 
TCM 1958-128. 


DEPRECIATION 


Deduction for obsolescence of designs 
allowed. Decedent had been in the busi- 
ness of preparing blueprints and ma- 
terials specifications for homes, and had 
developed a substantial business adver- 
tising and selling his plans. At his death 
an estate tax valuation of 125 original 
master plans was made and used as the 
basis for subsequent depreciation or ob- 
solescence. The court accepts the Com- 
missioner’s allowance of an obsolescence 
deduction for only 14 of a claimed 18 
additional plans eliminated from the ad- 
vertising by the estate, and rejects for 
lack of proof the Commissioner’s 
amended answer in which he sought to 
disallow the entire deduction on the 
ground that no abandonment occurred. 
Est. of Johnson, TCM 1958-126. 


1918 allowable obsolescence fixes 1949- 
50 depreciation. At issue here is the 
basis of brewing property acquired prior 
to 1918 and rendered obsolete by the 
advent of prohibition in that year. After 
1918 
termined that taxpayer suffered total 


the year was closed, it was de- 
obsolescence of these properties in 1918- 
1919 and that 65% applied to 1919. This 
court holds that it follows that the other 
1918 and 


therefore reduced the basis of the prop- 


35% was “allowable” for 
erties sold, since the Code requires that 
basis be reduced by depreciation or 
obsolescence allowed or allowable. [The 
mitigation for certain inconsistent de- 
terminations is not applicable to tax- 
able years prior to 1932—Ed.] Cleveland- 
Sandusky Brewing Co., 30 TC No. 50. 


Must amortize leasehold cost over its 
term, not life of building thereon. Tax- 
payer's partnership acquired a leasehold 
with 97 years to run. At the time there 
was on the land a building with an esti- 
mated life of 20 years. The Tax Court 
held the leasehold must be amortized 
over the full 97 years, not over the 20- 
year remaining life of the building. Tax- 
payer had not erected the building as its 
improvement on a leasehold; it had no 
depreciable the building. 
Nor could the cost be amortized over 25 
years, though the partnership had the 
right to terminate the lease at the end 
of the 25th, 50th and 75th year by giving 


interest in 


one year’s notice. The court holds that 
a lease for 99 years with options to 
terminate is not the equivalent of a 
lease for a shorter period with options 
to renew. This court affirms. Dab, CA-2, 
6/5/58. 


“Work sheets” to reconcile depreciation 
for book and tax purposes not accept- 
able. “Work sheets” used by a taxpayer 
do not fulfill the requirement of the 
Regulations that permanent auxiliary 
records be maintained for reconciling 
differences in depreciation reserves main- 
tained for tax and book purposes. The 
IRS notes that many taxpayers using 
accelerated depreciation on returns but 
other methods on the books have merely 
the figures and 
sometimes these are kept by an outside 
The 


records must be permanent in form and 


schedules reconciling 


accountant. required auxiliary 
must be in the same office as the books. 


Rev. Rul. 58-306. 


DEDUCTIBILITY 


Cost of putting rental property in liv- 
able condition must be capitalized. Tax- 
payers purchased property in Florida for 
the purpose of renting one-half of it 
and using the other half as a winter 
home. The court holds the expenditures 
necessary to put the house in a livable 
condition, including the entire amounts 
expended for painting and scraping the 
floors, should be capitalized. Harder, 
TCM 1958-97. 


No abandonment loss where negotia- 
tions continued. In 1950 a partnership 
advanced $5,000 to a German company 
for a special-purpose printing machine. 
In 1952 the German company reported 
that the machine ordered would not be 
that another 
could be furnished. In 1956 negotiations 


available, but machine 
finally terminated and it became appar- 
ent that the $5,000 advance would not 
be recovered. From the facts the court 
concludes that there was not a realized 
loss in 1952. The transaction was not 
closed in that year. Goetz, DC N. J., 
5/29/58. Similarly in the case of the 
other partner, Duschmann, DC N. J., 
5/29/58. 


Stockholders’ suit fees deductible by 
corporation. Two stockholders instituted 
legal action against taxpayer corpora- 
tion and its officers to force repayment 
of certain salaries and to revoke the sale 


of stock to the president. A settlement 
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was reached under which the fees of at- 
torneys representing the stockholders 
were required to be paid by taxpayer. 
The court allows the corporation to de- 
duct them as ordinary and _ necessary 
business expenses. B. T. Harris Corp., 
30 TC No. 58. 


Out-of-city gambler can deduct taxi fares 
paid for customers. Taxpayer operated a 
gambling enterprise on the outskirts of 
Kenosha, Wisc. He claimed rail and 
taxi fares for customers, advertising in 
police journals, contribution to local 
bowling teams and to local charities. The 
court accepts as accurate taxpayer's 
records of amount spent and allows the 
rail and taxi fares as an ordinary and 
necessary expense. The amounts spent 
for tickets to police functions and for 
ads in the journal were, the court says, 
not proved to be advertising. While it 
would not go so far as to characterize 
them as bribes, it disallows them as 
not proved to be ordinary and _ neces- 
sary. Amounts paid to recognized chari- 
ties are allowable. The taxpayer has not 
proved the deductibility of gifts to local 
teams as advertising or other ordinary 
and necessary expenses. Ebner, TCM 
1958-108. 


Bond financing fees amortizable. Fees 
incurred for “services in negotiating a 
bond financing” for a newly organized 
corporation are not organizational ex- 
penses (not deductible in years at issue), 
but may be amortized over the life of 
the bonds and deducted from gross in- 
come as amortized. [Under the 1954 
Code organizational expenses may be 
amortized over a 60-month period.—Ed.] 
Leach Corp., 30 TC No. 54. 


Entire cost of building renovation must 
be capitalized. Taxpayers acquired a 
building in a serious state of disrepair. 
To make the building tenantable, and 
also to suit it for use in taxpayers’ busi- 
ness, over twice the cost of the building 
was expended on improvements and re- 
pairs. The court holds the expenditure 
cannot be broken down into its compo- 
nents, incidental repairs and improve- 
ments, but the entire project must be 
treated as a “renovation” and capital- 
ized. Stoeltzing, TCM 1958-111. 


No abandonment loss though faulty 
equipment was partly demolished and 
rebuilt. Taxpayer, a metal refining com- 
pany, built a hydrogen-producing facil- 
ity to be used in its operations. When 


completed, it failed to function as an- 
ticipated. The original design was then 
revised and additional construction was 
undertaken with the result that some 
of the previously installed piping and 
fittings had to be torn out and dis- 
carded, but 80% of the original piping 
and 40% of the original fittings were 
reused. The court disallows a claimed 
abandonment loss for the original facil- 
ity, or for the discarded material and 
labor, on the ground that the facility 
was not a total failure. On the contrary, 
the company retained the great bulk of 
the facility intact and merely made cer- 
tain technical changes in the design to 
improve the product. All monies spent 
were to be charged to the cost of the 
facility as finally completed. Wah Chang 
Smelting & Refining Co., 30 TC No. 84. 


Expenses of involuntary conversion de- 
ductible; not allocable to “wholly ex- 
empt” income [Acquiescence]. One of 
taxpayer's plants was destroyed by fire. 
In order to file a proper claim with the 
insurance company, taxpayer employed 
a firm of architects at a cost of $3,500 to 
estimate the replacement cost of the 
destroyed plant. As a result of the claim, 
taxpayer received insurance proceeds in 
excess of the adjusted basis of the de- 
stroyed property, but elected to defer any 
recognition of gain by investing all of the 
proceeds in a “replacement.” The Com- 
missioner disallowed the $3,500 expense 
paid to the architects on the theory that 
it was allocable to “wholly exempt” in- 
come. The court disagrees. It maintains 
the non-recognition provisions do not 
“wholly exempt” the gain realized on 
the involuntary conversion from tax, but 
merely postpone the gain by providing 
for a downward adjustment of basis. 
Consequently the expenses were prop- 
erly deductible. Cotton States Fertilize 
Co., 28 TC No. 138, acq. IRB 1958-25. 


Lease of sprinkler system in effect a 
purchase. Taxpayer installed a sprinkler 
system under a five-year lease with an 
annual “rental” of $1,240, providing for 
an additional five-year renewal at a 
“rental” of $32 per year. The Commis- 
sioner denied a deduction for the rent 
and the court agrees. In reality taxpayer 
was buying the sprinkler. Est. of Starr, 
30 TC No. 86. 


Taxes were lien on property dividend; 
subsequent payment not deductible. On 
May 25th taxpayer received rea! prop- 
erty as a tenant in common with the 
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other stockholders of a liquidating corpo- 
ration. He subsequently paid a prop- 
erty tax which under state law had be- 
come a lien on the property before liqui- 
dation. The court holds that he is not 
entitled to deduct it; it was a lien on 
the property at the time he received it. 
Rosen, DC Calif., 4/21/58. 


Corporation can deduct expenses of 
stockholder suit it was forced to pay 
[Acquiescence|. A minority stockholder 
instituted a suit against taxpayer-corpo- 
ration and its officers and directors “on 
her own behalf and on behalf of all 
other stockholders similarly situated” to 
enjoin the issuance and sale of certain 
Class B stock which, if carried out, would 
vest all control of the corporation in one 
family. The district court enjoined the 
corporation from issuing the stock and 
directed it to pay the litigation expenses 
incurred. Such expenses are held de- 
ductible by the corporation as ordin- 
ary and necessary business expenses. Shoe 
Corp. of America, 29 TC No. 33, acq. 
IRB 1958-25. 


Lease and option to purchase upheld; 
rent is deductible. The owner of a radio 
station entered into a lease and option 
agreement in 1950 whereby taxpayer 
leased the physical properties for one 
year at a rental of $4,000 with an op- 
tion to purchase the physical properties 
for $44,000, less any rent paid. In 1951, 
taxpayer exercised the option to pur- 
chase. The court holds the lease and 
option is what it purports to be, and 
allows taxpayer a rental deduction for 
1950. Furthermore the price paid in 
1951 is held attributable solely to the 
physical assets, to the exclusion of any 
intangibles, and as such constitutes the 
basis for depreciation. WBSR, Inc., 30 
TC No. 73. 


Brewery can deduct expenses of yacht 
used to entertain. The court accepts the 
testimony of the taxpayer’s president 
that the yacht owned by the corporation 
was used exclusively for the entertain- 
ment of distributors. The firm had ten 
salesmen, each with several hundred ac- 
counts. Weekends were assigned to a 
particular salesman who would invite 
his distributors for trips, and no personal 
use was made of the boat. Clevzland- 
Sandusky Brewing Corp., 30 TC No. 50. 


“Rent” for equipment disallowed; was 
a purchase. Taxpayer paid $895 a month 
as rent for certain leased equipment 
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under an agreement which gave it the 
option to buy the equipment at the 
end of the year for $1. Stating that 
tlie rental payments and purchase price 
are so disproportionate as to make 
further discussion unnecessary, the court 
holds the agreement was a purchase and 
the rent is not deductible. Quartzite 
Stone Co., 30 TC No. 47. 


Stockholder cannot deduct taxes on cor- 
poration’s property. Taxpayer deducted 
real property taxes on property owned 
by a corporation of which he was sole 
stockholder. The corporation was not 
a mere nominee, but actually conducted 
business by selling some of the property. 
Tax Court in dis- 
CA-6, 


This court affirms the 


allowing the deduction. Acker, 


6/18/58. 
BAD DEBTS 


Bail bondsmen can’t deduct allowance 
for forfeitures. A taxpayer in the busi- 
ness of issuing bail and administrative 
bonds cannot establish a reserve for bail 
forfeitures in a manner similar to that 
allowed for bad debts. Rev. Rul. 58-305. 


Promoter allowed ordinary loss for en- 


dorsed corporate note. ‘Taxpayer over 


a 15-year period had devoted at least 
50% of his time to promoting new busi- 


nesses and had organized 13 different 


businesses, to many of which he had 


lent money. Taxpayer had to pay, as 


certain for one of his 


The 
entitled to an ordinary 


endorser, notes 


businesses. court holds that he is 
loss for the bad 
debt as it was proximately related to his 
business as a Burgher, DC 


Tex., 4/9/58. 


promoter, 


Bad debt 
able. The 


taxpayer’s bad debt reserve in each of 


reserve addition not reason- 


IRS disallowed additions to 


three years on the ground that the exist- 
ing reserve was adequate. Weighing the 
evidence, a jury upholds the disallow- 
ance. Northeast Production Credit Assn., 
DC Fia., 5/27/58. 


Bad debt deduction allowed for money 
lent former employees. When taxpayer 
learned that two of its employees had 
borrowed money from customers, it lent 
the employees the money, some $8,000, 
the 
employees. Two years later, when tax- 


to repay the customers, but fired 
payer found that it was unable to col- 
lect the debts from the employees, it 


claimed the present bad debt deduction, 
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which the court allows. [No opinion is 
reported, and the IRS position is not 
stated. It may be that the Commissioner 
was contending that there never was any 
expectation of repayment.—Ed.] Salis- 
bury Coca-Cola Bottling Co., DC N. C., 
6/12/58. 


Guarantor of partnership debtor not 
entitled to bad debt; worthlessness not 
shown. Taxpayer had agreed with his 
partners to make sure that a certain cus- 
tomer of the firm paid his accounts 
within a reasonable time. Accordingly, 
at the end of .195],, the customer’s bal- 
ance, on which he had made no pay- 
ment for six months, was charged to tax- 
payer’s capital account. In 1952. tax- 
payer personally made advances to this 
customer. The court denies any deduc- 
tion for 1951 or 1952 on the ground that 
the only deduction possible would be 
for a bad debt and that taxpayer did not 
prove the worthlessness of the account. 
Shippen, 30 TC No. 69. 


WHAT IS INCOME 


Income from unallotted Indian tribal 
lands taxable. In the absence of an ap- 
plicable exemption provision in a treaty, 
or U. S. legislation, income derived by 
a member of an Indian tribe from un- 
allotted Indian tribal lands cultivated by 
him the 
tribe is includible in the recipient’s gross 
income. Rev. Rul. 58-320. 


under an arrangement with 


Award of civil service appointment not 
a fellowship grant. Taxpayer, who was 
working for his doctorate, received an 
award from the Air Force to conduct re- 
search. The research was to be used for 
the Ph. 
while taxpayer had the status of a Civil 


D. thesis and would be done 


Service employee for 12 months—this ap- 
pointment being part of the award. The 
IRS rules that, because of the appoint- 
ment to the officially established Civil 
Service position, taxpayer was an em- 
ployee of the Air Force and is taxable on 
compensation. It is not a fellowship ex- 
cludible from taxable income. Rev. Rul. 
58-322. 
Auto dealers’ non-profit corporation 
taxed on unspent promotion contribu- 
tions. Franchised auto dealers in a state 


formed a non-profit membership corpo- 
ration for the purpose of advertising and 
promoting the sale of the dealer-mem- 
bers’ products and services. The IRS 
rules that funds collected by it from 


members (based on cars sold) are gross 
income because the funds could be used 
for purposes other than advertising and 
incidental administrative expenses. The 
dealers’ payments are not received as 
trust funds, nor is the association a mere 
conduit for expenditures by the mem- 
bers for a specific purpose. The associa- 
tion is taxable on receipts unspent by 
the year end. The contributions by the 
members are deductible as business ex- 
penses. Rev. Rul. 58-209. 


WHOSE INCOME IS IT 


“Telethon” receipts not taxable to sta- 
tion. Gross receipts from a “telethon” 
conducted by a TV station, all of which 
are turned over to a charitable organiza- 
tion, are not income of the station. Rev. 
Rul. 58-276. 


Agent for purchase of stock not entitled 
to dividends received credit. Taxpayer, 
an investment banking corporation, con- 
beneficial owner of 


tended it was the 


dividends which it received as record 
holder of certain corporate stock, and 
is therefore entitled to a dividends re- 
ceived credit. It also contended that it 
sold the stock to another company at an 
ordinary loss. The court finds that, al- 
though in all formal respects the trans- 
action was represented to be a purchase 
of stock by taxpayer and a later sale, 
in reality it was a purchase by taxpayer 
of the stock as agent of the buying com- 
pany. Hence taxpayer is not entitled to 
dividends received credit; it sustained 
no loss upon transfer of the stock and 
in fact it is found to have received ordin- 
ary income as commissions for its serv- 
ices. Rupe Investment Corp., 30 TC No. 


99 


Quiz show winnings income to contes- 
tant though turned over to charity. The 
director of a charitable organization 
agreed to appear as a contestant on a 
television quiz show and requested that 
any prize he might win be paid directly 
to the organization. The IRS rules that 
winnings will be gross income to him. 
The Regulations have long provided 
that, 
third party, compensation to be paid 


when services are rendered to a 
directly to the charity, the fee is income 
to the performer. Rev. Rul. 58-235. 


Gift of defaulted back-interest coupons 
an assignment of income. Certain prewat 
Japanese bonds were refunded in 1952 
by an extension of the maturity dates of 
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the bonds and the defaulted interest 
coupons. The Service holds the back- 
interest coupons received after the re- 
funding transaction do not constitute a 
new obligation,” but retain their char- 
icter as interest. Accordingly, any gift 
of such coupons is an anticipatory as- 
signment of income, and any amounts 
received by the donee upon their sale or 
redemption will be taxed as ordinary 
income to the donor in the year the in- 
come is received. Rev. Rul. 58-275. 


WHEN IS IT INCOME 


Gain not taxable till proceeds are re- 
leased from escrow. When taxpayers sold 
stock for $1,000,000 in 1948, $100,000 of 
the price was held in escrow until the 
Federal tax liabilities of the corporation 
were settled. It was released in 1951. The 
court held that the portion of the pro- 
ceeds so held was not under the tax- 
payers’ control in 1948 and so was not 
taxable income in that year. Jnter- 
national Trading Co., TCM 1958-103. 


Corporation not taxable on “kickbacks” 
paid to its purchasing agent until re- 
covered [Acquiescence|]. Amounts re- 
ceived by a corporate purchasing agent 
as “kickbacks” from the suppliers are 
held to have been received by the agent 
individually under a claim of right, and 
were not accruable income to the corpo- 
ration in which the agent was also a 
minority stockholder and nominal presi- 
dent. The fact that, in a state court pro- 
ceeding, it was decided long after the 
taxable year that the “kickbacks” be- 
longed to the corporation did not estab- 
lish any rights in the corporation prior 
to the litigation so as to require it to 
accrue the income in the earlier taxable 
year. All Americas Trading Corp., 29 
PC No. 97, acq. IRB 1958-25. 


BASIS 


Can't capitalize non-deductible interest 
paid to carry endowment policies. Tax- 
payer borrowed to purchase a number of 
single-premium endowment policies. 
The interest paid is specifically non-de- 
ductible under Section 264 of the 1954 
Code. Upon maturity of the policies, tax- 
payer seeks to add the interest to the 
premiums in determining his cost upon 
which gain is computed. The court finds 
no authority for capitalizing this interest 
and denies the claim. The gain is ordin- 
ary income, not capital gain, since there 
is no sale or exchange and the maturity 





of the policies is not the retirement of a 
corporate obligation. Chapin, DCN. Y., 
3/21/58. 


Distribution treated as from a collaps- 
ible corporation; but taxpayer's basis 
upheld | Acquiescence}. A distribution by 
a construction corporation of $50,000 to 
a Stockholder at a time when the con- 
struction was almost complete is held to 
have been made by a collapsible corpo- 
ration, and is taxable to the recipient as 
ordinary income in the absence of proof 
that the collapsible corporation section 
doesn’t apply. However, the court finds 
for taxpayer on what it calls the almost 
de minimis issue whether basis of $100 
for the stock was proved. Sorin, 29 TC 
No. 101, acq., IRB 1958-25. 


Allocation of joint costs at first sales 
of property not binding. In 1898 tax- 
payer had bought four parcels of land at 
one time and the price was not divided 
among them. In 1922, 1933 and 1937 
three parcels were sold and the proceeds 
treated as recovery of cost. Now, upon 
the fourth sale, taxpayer claims a loss 
determined by allocating the original 
costs on the basis of acreage. The court 
holds that, while it had not made an 
election nor was it bound to be con- 
sistent with its prior treatment, the Com- 
missioner’s basis (unrecovered cost) must 
be upheld because taxpayer did not 
prove the market value of the parcels at 
purchase. That is the only proper way 
to allocate a joint cost—use of acreage 
is not acceptable. Cleveland-Sandusky 
Brewing Corp., 30 TC No. 50. 


OPERATING LOSSES 


Salary from temporary job is business 
income. Salary received by a lawyer from 
a temporary position with an emergency 
Federal agency is business income from 
“a trade or business regularly carried on” 
for purposes of determining the net 
operating loss deduction. [If a taxpayer 
has non-business income, it will be re- 
duced by non-business expenses and only 
the net income reduces the loss carry- 
over. If the income is business, it absorbs 
the loss carryover in full because ‘non- 
business deductions cannot be applied 
against it.—Ed.] Batzell, 30 TC No. 60. 


Business loss on buildings confiscated 
by Hungary. Former Hungarian owners 
of apartment buildings in Hungary, 
which they managed until 1948, and 
thereafter through 


appointed agents 
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until the properties were nationalized 
by the Hungarian government, are held 
entitled to a business loss for the de- 
preciated cost of the buildings in the 
year of seizure, which they can carry 
forward in computing the net operating 
loss deduction of subsequent years. The 
ownership of real estate is a business and 
the taxpayers proved their losses. Feiks, 
TCM 1958-120; Elek, 30 TC No. 70. 


OTHER DECISIONS 


Cost of protecting gas pressure in oil 
field prorated over term of years. Tax- 
payer deposited $45,000 under an agree- 
ment whereby the deposit was to be paid 
out in annual installments over a 20- 
year period to prevent the wasteful de- 
pletion of gas pressure and consequent 
reduction in the amount of oil recover- 
able from a producing field. The court 
holds the $45,000 not deductible in the 
year of deposit, but allocable over the 
20-year life of the agreement. Cartan, 
30 TC No. 28. 


Two lots involuntarily converted though 
state took only one; they were one eco- 
nomic unit. An interstate trucker bought 
at one time two lots across the street 
from each other; one had a_ building 
that he used for loading and unloading 
trucks, and the other he used as space in 
which the trucks could be parked pend- 
ing their loading and unloading. The 
two pieces of property were used to- 
gether as one economic unit. When one 
of the properties was involuntarily sold 
under a threat of condemnation, the 
trucker sold the other piece of property 
and, with the proceeds of both sales, 
acquired property similar to the eco- 
nomic unit consisting of the two prop- 
erties sold. The court holds the trans- 
actions, considered as a whole, constitute 
an involuntary conversion of one eco- 
nomic property unit, upon which gain 
will not be recognized. Masser, 30 TC 
No. 72. 


Advances by executive were non-business 
debts. Bad debt losses suffered by an 
executive of a publishing company on 
advances that he made to a professional 
football club in which he was a 509% 
stockholder, and to an _ advertising 
agency, are held to be deductible as 
“non-business” bad debts. The debts 
were not proximately related «to or in- 
curred in any trade or business: owned 
or operated by taxpayer. Smith, TCM 
1958-123. 
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THE TAXATION OF INDIVIDUALS 


Personal tax problems 


ey. 





Authors are tax-vulnerable; inventors 


fare better; good planning helps some 


jem RUINOUS TAX BOX into which au- 
thors have been forced can be over- 
come to only a limited degree, and then 
only by the most meticulous planning 
and control of timing and other details. 
The predicament in which authors get 
caught under the present tax law is well 
put by Howard Lindsay, the well-known 
author, who appeared recently before 
the Ways & Means Committee as spokes- 
man for the Authors League of America. 
Similarly, the Harvard Law Review re- 
cently explored the discriminatory tax 
treatment of authors compared with in- 
ventors. 

“These problems deserve considera- 
tion” Mr. Lindsay said, “because they 
involve inequitable treatment of a group 
of taxpayers caused by the peculiar con- 
ditions under which their property is 
created and exploited. Difficulties and 
inequities of this kind Congress has seen 
fit, in the past, to remedy in other taxes. 
Income from other rapidly depleting 
assets is given special consideration; tax- 
payers are permitted to cushion the effect 
of operating losses in other enterprises 
by carryback or carryover provisions. 

“The Code does not contain any pro- 
visions which solve the author’s prob- 
lems. It deals specifically with taxation 
of income from literary property in two 
instances: Section 1302, which was in- 
tended to assist authors, and Sections 
1221 and 1231, 
against them. 

“Section 1302,” Mr. Lindsay said, “was 
designed to permit—in limited circum- 


which discriminate 


stances—allocation of profit from a liter- 
ary work over the period of its creation. 
It was not intended to solve the problem 
of permitting the author to accumulate 
the resources for professional survival, to 
live under the unique conditions which 
characterize his career. Even in terms of 
its narrow purpose, the section has not 
afforded adequate relief for these rea- 
sons: 

“I. The author is permitted to al- 


locate profits received in a single tax 
year only if his receipts are no less than 
80% of all profit derived from the work 
(a) during that year; (b) in all preceding 
years; and (c) in the year following. 

“This requirement is impossible to 
satisfy in most instances. Although the 
profits from a successful book or play 
are concentrated over a period of a few 
months, that period frequently overlaps 
two taxable years. Plays are ordinarily 
produced in the fall, and, if successful, 
would run into the succeeding year. 
Similar patterns are prevalent in book 
publishing. The sale of the movie rights 
frequently falls in the succeeding tax 
year. 

“Consequently, although 50, 60, or 
75% of all income from a literary prop- 
erty may be received in the first year of 
its publication or performance—a con- 
centration which under prevalent tax 
rates is disastrous—relief is denied be- 
cause of the 80% requirement and the 
taking into account of income received 
in the subsequent 12 months. 

“2. If an author meets the 80% re- 
quirement, he is permitted to allocate 
the profits from the work only over a 
maximum of 36 months, although the 
actual writing may have entailed many 
months more. The inequity of this limi- 
tation is emphasized by the more favor- 
able treatment given to other taxpayers 
in similar circumstances. An inventor is 
entitled to allocate his profits up to a 
maximum of 60 months; and lawyers and 
others qualifying under Section 1301 
may allocate their income over the en- 
tire period in which the services were 
rendered, without limitation of time.” 


Novel as capital asset 


Mr. Lindsay pointed out that, when 
owned by its author, “a novel (and the 
copyright on it and the rights secured 
thereby) cannot be treated as a ‘capital 
asset’ (Sec. 1221) or ‘property used in 
trade or business’ (Sec. 1231). The same 


property can be transformed into one 
of these classifications of ‘capital assets’ 
the moment it is acquired by a pur- 
chaser, although he makes the same use 
of the property as the author did. He 
can depreciate the property, and the 
proceeds of its sale (if held for six 
months) may be treated as a capital 
gain. 

“Copyrights and literary property are 
not disqualified as such from capital- 
gains treatment; they are disqualified 
only so long as they are held by the 
author. There is no justification in logic 
or policy for this discrimination. 

“Obviously, the only basis of distinc- 
tion should be the manner in which 
the property is used by its owner. The 
same property may be an item held for 
sale in the ordinary course of business 
by one owner; it may be a capital asset 
or property used in the course of a busi- 
ness in the hands of another owner. 
Authors are entitled to like treatment.” 


Income in respect of a decedent 

“Discrimination in the tax treatment 
of an author’s literary property,” Mr. 
Lindsay said, “haunts him, not only 
during his career, but even after his 
death. 

“At death, the literary property he 
created passes to his heirs and estate and 
may subsequently produce profit in the 
form of royalties on copies of a book 
sold (or performances of a play pre- 
sented) after his demise. The Internal 
Revenue Service has taken the position 
that such payments for posthumous uses 
are ‘income in respect of a decedent’ 
under Section 691 of the Code. 

“As a result, an author’s heirs are 
denied the right, which legatees of rental 
property have (under Section 1041 of the 
Code), of taking the fair market value of 
the inherited property at the time of 
death and recovering its value by deduct- 
ing an allowance for depreciation from 
the income it produces, before computa- 
tion of taxes. But the fair market value 
of the inherited literary property is in- 
cluded in the estate for the purpose of 
assessing estate tax. 

“The purpose of Section 691 is to in- 
sure that income earned by a person 
during his lifetime does not escape in- 
come taxation because he died before it 
was paid—to prevent such accrued in- 
come from being considered as part of 
the estate. 

“But royalties paid to an author's heirs 
on copies of a book sold after his death 
are not income which the author had 
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earned or was entitled to receive before 
his death—though paid under a publish- 
ing contract in effect at his death. In a 
publishing contract (or other license 
agreement), the author, as the owner of 
literary property, grants to the publisher 
the right to make a limited use of the 
property—the right of publication—in a 
limited area, e.g., the United States. The 
license fixes the rental (or royalty) to be 
paid for such use as the publisher may 
make during its term. The license agree- 
ment is not a contract of employment; 
royalties are not payment for services 
rendered, and the author does not sell 
anything to the publisher; he retains 
title to the copyright. 

“Consequently, at the time of an 
author’s death, the only income which 
could have accrued to him under a pub- 
lishing contract would be unpaid royal- 
ties due on copies sold before his death. 
\s to copies sold after death, royalties 
are paid to the heir, as owner of the 
property right used by the publisher (the 
right of publication) for its use. 
fundamental 
principles of contract law, applicable to 


“Although these are 
contracts and licenses of literary prop- 
erty, the Service has taken a diametri- 
cally opposed position, and is equating 
rental paid for the use of literary prop- 
erty with wages or compensation earned 
by an individual before his death. 

“An author’s heirs are thus denied 
rights given to persons inheriting other 
income-producing property even when 
subject to leases. The owner of an apart- 
ment building may, during his lifetime, 
have rented all of the apartments on 
leases effective for a long time beyond 
the date of his death. Nonetheless, when 
his heirs inherit the building and receive 
rent, they are not required to treat it as 
income earned by the deceased owner, 
although the rent for the entire term 
(before and after the owner’s demise) 
was established as an obligation by the 
lease at the moment it was signed during 
the owner’s lifetime. 

“Again, the failure to make a distinc- 
tion between income produced from the 
leasing or licensing of literary property 
and compensation for services or wages 
operates to the detriment of authors, 
in a manner which is both illogical and 
unfair.” 

Mr. Lindsay also discussed the Social 
Security administration ruling “that, if 
an author continues to write between 
65 and 72 (or 60 and 72 if a woman), he 
or she will lose his social security bene- 
fits even though what is written pro- 


duces no income, should the author at 
the same time receive royalties (exceed- 
ing $1,200 annually) on literary prop- 
erty created and licensed for use before 
retirement. Benefits would also be sus- 
pended if the total royalties from earlier 
and current works exceed $1,200. This 
is another example of arbitrary and im- 
portant equating of rental income pro- 
duced by literary property with wages 
or compensation received for services 
rendered. 

“This is due to a misinterpretation by 
the Social Security Administration of 
Section 203 of the Social Security Act 
(42 U. S. C. 403), which requires that 
social security benefits be reduced or 
denied entirely to eligible authors if 
they continue to work or engage in self- 
employment and thereby earn more than 
$1,200 annually. 

“Congress did not intend that bene- 
fits would be suspended if a person re- 
ceived income from his property 
(whether it be stocks, bonds, or copy- 
rights), or even from services performed 
in the past, so lorg as he did not earn 
$1,200 annually from current work or 
employment. For this section provides 
that an eligible individual is entitled to 
benefits whenever he is not working; re- 
ceipt of dividends, interest or royalties 
on literary property, no matter how 
substantial, would not deprive an author 
of social-security benefits if he did not 
write. And benefits are not denied to a 
person who works, so long as he does 
not earn more than $1,200 annually. 

“The Social Security Administration 
has taken two unrelated factors, (1) the 
receipt of royalties for the use of literary 
property written before age 65, and 
(2) the current writing of a new book or 
play, and combined them to achieve dis- 
qualification. As a result, an author 
could continue to write so long as such 
writing produced less than $1,200 an- 
nually, even though he received sub- 
stantial amounts of income from various 
types of property—real estate, securities, 
mortgages. But if he received royalties 
from literary property, produced in the 
past, he would have to stop his current 
writing or lose his social-security benefits. 


Comparison with inventors 


A recent Harvard Law Review note 
comparing the tax status of authors and 
inventors finds the cause for the differ- 
ence to be authors’ failure to present 
their case effectively in Congress. We 
quote below extensive excerpts from 
this article, with permission from the 
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Harvard Law Review (copyright 1957 
Harvard Law Association). 

The authors of the Harvard note 
(Vol 70, page 1419) (That note con- 
tains many footnotes omitted here.) point 
out that “under the 1954 Code, an in- 
ventor who obtains a patent enjoys tax 
advantages denied to an author of a 
copyrighted work. He may treat profit 
from the sale of a patent as a long-term 
capital gain, whereas the sale of a copy- 
right by an author results in ordinary 
income. Other advantages include the 
longer period over which income from 
patents may be spread and the option to 
deduct or research costs.” 
While the capital-gain advantage is most 
important, the income-spreading rules 
and those on capitalization of costs can 
be very important in particular cases 
and are examined by the Harvard Law 
Review editor. 


capitalize 


Income spreading 


inventor or 
author often realizes within one year 


“Recognizing that an 


income resulting from many years’ work, 
both the 1939 and 1954 Codes allow the 
tax on such income to be computed as if 
it were spread over a period more closely 
approximating the duration of the work. 
The 1939 Code allowed the tax for the 
year of receipt to be computed as if the 
income for that year had been received 
ratably over a period immediately prior 
to the close of the taxable year and equal 
to 36 months or that part of the work 
period preceding the close of the taxable 
year, whichever was shorter, provided 
that the total period of work was at least 
36 months and not less than 80% of the 
income was received in one year. Sec- 
tion 1302 of the 1954 Code reduced the 
minimum work-period requirement to 
24 months for both patents and copy- 
rights and increased the maximum 
period for spreading patent income to 
60 months. 

“Section 1304 of the 1954 Code per- 
mits, for the first time, compensatory 
damages awarded in a civil action for 
patent infringement to be treated as if 
received ratably over the months dur- 
ing which the infringement actually oc- 
curred. This section was added to the 
Code by 69 Stat. 688 (1955). Formerly 
such damages had to be reported as in- 
come for the year in which they were 
awarded. See e.g., Jack Rosenzweig, 1 TC 
24 (1942). The spreading provisions of 
Section 1304, unlike those of Section 
1302, apply to capital gains as well as 
ordinary income. 
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“The limitation on the periods over 
which patent and copyright income may 
1302 
the difficulty of 


be spread under Section seems 


necessary because of 
establishing the actual work period, since 
much of the work often occurs in 
private. Congress in 1954 may have ex- 
tended the maximum period for spread- 
ing patent income to 60 months while 
maximum for artistic in- 


leaving the 


come at 36 months because of the be- 
lief that a longer time is generally re- 
quired to create a patentable product 
than a copyrightable work. Also, since 
income from an invention may be spread 
only when the invention is patented, 
the additional 24 months may represent 
an attempt to compensate for the long 
time required to process a patent appli- 
cation, even though this time has no re- 
lation to the work period. The further 
difference in tax treatment afforded in 
Sections 1304 and 1342 does not seem to 
be justified since the problems arising 
from the infringement of patents and 


copyrights are similar. 


Research costs 


“Although it is not clear how expenses 

and _ in- 
1954, the 
generally allowed a pro- 


incurred by amateur authors 


ventors were treated before 
Commissioner 
fessional with an established system of 
accounting either to deduct or capitalize 
according to his normal practice as long 
as he was consistent. The courts, how- 


ever, tended to require capitalization 


whenever the issue was raised. New busi- 


nesses were often required to capitalize 
because they could not show a history of 
The 1954 Code 
specifically provides an option to deduct 


deducting such items. 


or capitalize research or experimental 
expenses incurred in connection with a 
trade or business. The proposed regula- 
define such include 


tions expenses to 


those in the “laboratory sense” and to 
exclude those connected with literary, 
historical, or similar projects. Apparent- 
ly, the treatment of the costs of produc- 
ing a copyrightable work remains un- 
changed. Thus, while professional in- 
ventors are now assured a choice in ac- 
counting for their expenses, all authors 
and amateur inventors must still operate 
under the uncertainty which existed 
prior to the 1954 Code. 

“Section 174, which provides an op- 
tion to deduct or capitalize certain re- 
search expenses, was intended primarily 
to permit small and growing businesses 
with no history of deducting research 
and experimental costs to do so. How- 


September 1958 


ever, since the reasons for not requiring 
expenses to be capitalized—the problems 
of cost allocation and the possibility that 
no marketable product will result—are 
present in both patent and copyright 
cases, the option to deduct or capitalize 
should apply to authors as well as in- 
the actual tax 
consequences under present law will not 


ventors. In many Cases, 
be unfavorable to a professional author, 
for the Commissioner will probably not 
require him to capitalize expenses regu- 
larly incurred in connection with his 
work if the author has consistently de- 
ducted such expenses. Also, it will often 
be to an author's advantage to capitalize 
his expenses and amortize them over the 
useful life of the copyright, since this 
is the period during which he will realize 
the income. 


Capital gains 


“Before 1950,” the Review points out, 
“transfers of patents and copyrights were 
treated substantially the same for pur- 
poses of capital-gain taxation. A patent 
or copyright was not treated as a capital 
asset if it was held primarily for sale to 
customers in the ordinary course of the 
taxpayer’s trade or business. Thus, an 
amateur author or inventor could obtain 
capital-gain treatment although a pro- 
fessional could not. An assignment of 
all rights in a patent or copyright for a 
fixed consideration was clearly a sale or 
1939 Code. Diff- 
culties were presented when less than 


exchange under the 


all rights were transferred or when the 
selling price was based upon future pro- 
duction or sales. The usual test for both 
patents and copyrights was whether 
sufficient rights had been transferred to 
enable the transferee to sue for infringe- 
ment in his own name. When the con- 
sideration for the transfer involved royal- 
ties or periodic payments, the courts con- 
sistently held that such payments did 
not per se convert a sale into a license. 

“The Revenue Act of 1950, while not 
affecting patents, from _ the 
definition of a capital asset copyrights 


excluded 


and literary, musical, artistic, or similar 
property held by the creator of such 
property or by someone whose basis was 
determined by reference to the creator's 
1950 until 1954, all 
authors and professional inventors were 
denied capital-gain treatment although 
it was available to amateur inventors. 
The Code of 1954 
created a dichotomy in the tax treat- 
ment afforded inventors and authors. 
Copyrights are still not defined as capi- 


basis. Thus, from 


Internal Revenue 


tal assets under Section 1221(3) of the 
1954 Code. This section may not apply 
to corporations which make copyright- 
able products. A motion-picture corpora- 
tion sold 200 old films and obtained a 
ruling that the sale could be treated as 
a Capital transaction. Section 1221(3) did 
not apply because the films involved the 
use of substantial amounts of capital 
and substantial personal effort by in- 
the 
films or the corporation. (Rev. Rul. 55- 
1235, 


the scope of capital-gain treatment of 


dividuals owning no interest in 


706.) Section however, broadens 
patents by eliminating the requirement 
of the six-month holding period and by 
treating patents held by professional in- 
ventors as capital assets. At the present 
time, therefore, inventors will usually 
be able to report profits from the trans- 
fer of patents as capital gains while 
authors will be denied such treatment 
on the transfer of copyrights. Since Sec- 
tion 1235 does not purport to exclude 
patents from the other capital-gains sec- 
that 


transactions not covered by the section, 


tions of the Code, it would seem 


such as the sale of a patent by an in- 
ventor to a related person, might receive 
capital-gain treatment under other pro- 
visions of the Code and judicial prece- 
dents. 


Reasons for these rules 

“It appears that the difference in tax 
treatment between patents and copy- 
rights is due largely to legislation based 
on ad hoc reactions to isolated political 
and economic events rather than at- 
tempts to establish a consistent tax struc- 
ture. For example, the 1950 amendment, 
which excluded copyrights and copy- 
rightable works from the definition of a 
capital asset, was at least partly attribut- 
able to congressional disapproval of cer- 
tain publicized transactions involving 
property of this nature. Perhaps the 
best-known transaction was General 
Eisenhower's sale of “Crusade in Europe” 
for a reported $1,000,000, all of which 
was taxed as capital gain. Also, while the 
inventors forcefully presented their views 
at the congressional hearings preceding 
recent revisions of the Code, the authors 
showed little initiative. As passed by the 
House, the bill which later became the 
Revenue Act of 1950 prevented both 
authors and inventors from reporting 
profits fromthe sale of patents and 
copyrights as capital gain. After testi- 
mony by inventors and. representatives 
of patent the Senate 


amended the bill to allow capital-gain 


organizations, 
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treatment of the sale of a patent by an 
inventor. Again in 1954, the patent in- 
terests successfully lobbied for a favor- 
able act, while the authors were largely 
inactive. Another reason for the discrim- 
ination in favor of patents is the con- 
gressional desire to foster invention by 
means of tax incentives. While the justi- 
fication for this encouragement has not 
been elaborated, it is clear that inven- 
tions, especially when patented, are con- 
sidered important for our industrial 
progress and national defense.” < 


No deduction for cemetery 
care for particular plot 


CAN ONE BUY a burial plot from a quali- 
fied tax-exempt cemetery, or pay for the 
upkeep of a family plot, and consider 
that he has thereby made a charitable 
contribution. answer 
should be no. And recent Rev. Rul. 58- 
190 says so. This makes sense except for 


Obviously — the 


a Service ruling of three years ago ap- 
parently allowing a deductible contribu- 
tion for just such payments. Jerome C. 
Bachrach, of Pittsburgh, discussed the 
earlier ruling here, so we asked him for 
his comments on the new ruling, just 
issued. 

On October 20, 1955, the Service held 
squarely that payments made to a quali- 
fied cemetery company by a lot owner 
“for the purpose of providing perpetual 
or seasonal care of his lot, and that part 
of the purchase price of a lot. . . ir- 
revocably dedicated to the perpetual or 
seasonal care of a particular lot .. . are 
. to the ex- 
tent provided by Section 170 of the 


deductible by the donors. . 


1954 Code.”! (Emphasis supplied). 

rhe full import of the above ruling, 
says Mr. Bachrach, must have been re- 
considered in Washington because, in 
May, 1958, Rev. Rul. 58-190 was issued 
holding exactly to the contrary. In its 
new ruling the Service states that even 
that portion of the purchase price of a 
burial lot or crypt which is required by 
state or local law to be irrevocably dedi- 
cated to the perpetual care of the ceme- 
tery as a whole “is in consideration of a 
binding obligation to provide services 
and facilities for the benefit of the pur- 
chaser of the burial lot or crypt.” A 
fortiori, payments to a cemetery organi- 
zation for the care of a particular lot, 
whether made as part of its purchase 
price or separately thereafter are non- 
deductible since, “there is a considera- 


1 Reported at 1955 CCH Federal Tax Reporter 
rar. oi,e08, ana discussed at 6 JTAX 305. 


tion passing to the purchaser or donor 
which takes the amount out of the 
classification of a charitable contribu- 
tion.” 

There can be no quarrel with Rev. 
Rul. 58-190. The mere fact that a tax- 
payer has in his possession a canceled 
check issued to an exempt charity (or to 
a cemetery company qualified under 
Section 501(c)(13)) is not in itself proof 
that the payment was made with dona- 
tive intent. The check might represent 
repayment of a loan, or reimbursement to 
the charity of items paid out on the 
taxpayer's behalf (for example, payment 
for books or other merchandise supplied 
by the charity). 

It may therefore be doubted, despite 
the 1955 ruling, whether during the past 
three years many charitable contribu- 
tions for purchases of cemetery lots have 
either been claimed or allowed as tax 
deductions. 


Renewal commissions ordinary 
income on sale—IRS 


SUPPOSE A TAXPAYER is able to take 
rights to future income and put them 
into salable form. The means of achiev- 
ing this is the tax philosopher’s stone 
that all seek. Most seek in vain; frequent- 
ly the disappointed taxpayer finds that 
not only has he failed to achieve a capi- 
tal gain; he has also raised difhcult prob- 
lems as to when he is taxable on what 
has been held to be ordinary income. A 
case now before the Tax Court (May, 
Docket No. 72662) not only raises the 
issue as to whether an insurance man’s 
incorporation of his business (assets 
mostly rights to renewal commissions) 
and subsequent sale of its stock trans- 
mutes the renewal commissions from or- 
dinary income to capital gain, but also 
the additional question of when the sale 
becomes taxable if it is a mere antici- 
patory assignment of expected income. 
Obviously, the taxpayer will have greatly 
damaged his tax position if he not only 
failed to create capital gain, but also pre- 
cipitated the renewal commission income 
all into one year. 

The taxpayer had been in the busi- 
ness of selling accident and health insur- 
ance policies. In May 1953, this insurance 
business was transferred as part of a tax- 
free incorporation to a new corporate 
entity which thereafter continued the 
identical business. Late in the same 
calendar year the taxpayer sold all of his 
stock in the corporation. 

The Commissioner apparently takes 
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the position that the tax-free incorpora- 
tion of the insurance business does not 
relieve the individual taxpayer of the 
ordinary income tax on renewal com- 
mission later received on insurance 
policies which had been written prior to 
the date of incorporation. Accordingly, 
the Commissioner maintains that the 
proceeds received from the sale of this 
stock, to the extent attributable to the 
value of renewal commissions, are ordin- 
ary income instead of capital gains. 

The position taken by the Commis- 
sioner presents something of a new twist 
in the anticipatory assignment of in- 
come area. In some transactions involv- 
ing anticipatory assignments, the courts 
have held that the assignor is taxable 
when the income assigned is received 
by the assignee. (Helvering v. Horst, 311 
U.S. 112 (1940); Helvering v. Eubank, 
311 U. S. 122 (1940); see Rev. Rul. 58- 
275, IRB 1958-23, p. 7.) In the May case, 
the Commissioner is arguing that the 
sale of the stock precipitates the realiza- 
tion by the taxpayer of the ordinary in- 
come assigned. 

It is the taxpayer's position that the 
sales proceeds received are taxable at 
long-term capital gain rates. Doubtless, 
the taxpayer will argue the applicability 
of the decision in Briggs, 15 TCM 440 
(1956). There a sole proprietor trans- 
ferred his business to a newly formed 
corporation in exchange for all of its 
capital stock. Included in the assets so 
transferred were uncollected service fees. 
The court held that, when the service 
fee income was received, it should have 
been reflected as corporate income and 
it was not to be included in the tax- 
payer’s income. tt 


Increasing withholdings 
to avoid underestimation 


Do you HAVE a Salaried client who has 
underestimated his income for 1958? If 
so, he might be able to avoid a penalty 
by authorizing his employer to make a 
larger-than-required withholding from 
his salary for the final months of the 
year. Work it out with a pencil and 
paper. 

Let’s suppose our taxpayer has a 
salary of $12,000 on which the normal 
income tax withholding will be §$1,- 
516.80. He estimated his tax for 1958 at 
$4,516.80. Deducting the estimated with- 
holding left $3,000; he has paid $750 in 
April and June. It is now clear that his 
actual tax is going to be $6,800, due to 
some hitherto unforeseen income. 
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First you will want to work out the 
application of the special rule forgiving 
the penalty if the amount paid is 90% 
of the tax that would be due at each 
estimation date if the actual income re- 
ceived were all he would receive for the 
year. 

In many cases this exception saves 
the day. For those whose income does 
not come in ratably, it may not. For such 
taxpayers the out may be increasing the 
withholding. 

The $750 payment by this taxpayer 
will be all right if one quarter of his 
final tax is not more than $1,070 ($750 
is 70% of $1,070). Four times $1,070 is 
$4,280. So our taxpayer here wants to 
increase the withholding from his salary 
so that, when deducted from the $6,800 
(which he now figures will be his 1958 
tax), the balance will be not more than 
$4,280. A total withholding of $2,520 
will do that. ($6,800 — $2,520 = $4,280.) 
So he authorizes his employer to in- 
crease the monthly withholding to make 


that total for the year. 


Long-term capital gain tax 
ean exceed 25% 


It’s TRUE THAT, in the majority of cases, 
the tax on a long-term capital gain is 
25% or less. But there are cases in which 
it can work out to more. The reason is 
that sometimes, when income is around 
the 
rate applies ($16,000 on a separate re- 
turn, $32,000 on a joint) and the tax- 


mark at which the 50% ordinary 


payer has already realized substantial 
capital gain, any additional capital gain 
will be taxed at over 50% on one-half. 
The alternative tax of 25% on all the 
that 


earlier in the year, will be higher than 


capital gain, including realized 
the ordinary-income method. 

Take the case of a taxpayer who has 
ordinary income, after deductions and 
exemptions, of $18,000. He has already 
realized a capital gain of $40,009 and is 
considering taking another $1,000. If he 
does, that gain will be taxed 26.5% be- 
cause his total tax, including capital 
gain at 50%, will be cheaper than the 
alternative tax. 

His tax situation before taking the 
final $1,000 capital gain was this: 


Ordinary method 
Taxable income is 
$18,000 
20,000 


Ordinary income 
$40,000 capital gain at 50% 


38,000 


* September 1958 


Tax thereon 


on $36,000 $12,400 
on $2,000 at 53% 1,060 13,460 
Alternative method 
Tax on $16,000 $ 3,920 
on $2,000 at 34% 680 
4,600 
25% of 40,000 10,000 14,600 


Naturally the ordinary method is the 
one that would be used. Now suppose 
he takes another $1,000 of capital gain. 
Under the ordinary method $500 will 
be included and it will be taxed at 53% 
adding $265 to the ordinary tax and in- 
creasing it to $13,725. Under the alterna- 
tive method the capital gain portion of 
the tax will be increased by $250 which, 
when added to $14,600 previously com- 
puted, makes the total $14,850. So the 
taxpayer will still elect the ordinary 
, on half of his 
, on the total. 
This taxpayer will continue to pay 


method. He will pay 53% 
capital gain or 26.5% 


over 25% on capital gain until the aver- 
age tax under the ordinary method on 
50% of the gain reaches 25%, after all 
of the $20,000 included in ordinary in- 
of his large $40,000 capital 
gain was taxed at rates beginning at 


come as 50% 
34%,. Not until this particular taxpayer's 
$76,000 will he 
elect the 25% alternative tax. At that 
point the alternative tax produces the 


capital gain reaches 


lower and each 


tax additional gain 
comes in at 25% 
Ordinary method 
Taxable income is 
Ordinary income $18,000 


50% of $76,000 capital gain 38,000 


Total $56,000 
Tax on $52,000 is $21,480 
62% of $4,000 2,480 23,960 


Alternative method 

Tax on ordinary income 
of $18,000 

as above 


ono 


25% of $76,000 


$ 4,600 
19,000 $23,600 
It is in the neighborhood of $76,000 

capital gain that additional gains will 

come in at 25%. 


When does a yacht become an 
income-producing property? 


ARE REPAIR AND MAINTENANCE Costs of a 
yacht which the owner wasn’t using and 


had been trying to sell deductible? The 
well-known Washington hostess, cereal 
heiress Marjorie Merriweather Post, now 
has this issue before the 
(Docket No. 72983). 

In 1951 Mrs. Post decided to sell the 
Sea Cloud, a four-masted barque of 3,000 
tons needing a crew of 72 men, which 
she had owned and used for many years. 
She took all of her personal belongings 
from the yacht, dismissed all of the crew 
but a skeleton maintenance force, sold 
most of the fuel oil in the tanks and of- 
fered the decommissioned yacht for sale. 
She did not use it for her personal pleas- 
ure at any time after 1951. 

Although 


Tax Court 


efforts 
made to sell the Sea Cloud, a buyer was 
not found until August 1955. During 
the years 1951 to 1955, Mrs. Post spent 
large sums of money to keep the yacht 
in salable condition and to make it 
available for ready inspection by pros- 
pective purchasers. She now seeks to de- 


continuous were 


duct these sums as ordinary and neces- 
sary expenses related to the production 
or collection of income. 

In a recently reported decision (Nu- 
lex, Inc., 30 TC No. 75), the Tax Court 
held that a corporate taxpayer which in 
1952 sold a boat which it had purchased 
in 1946 to charter for fishing parties, 
but never used because a Coast Guard 
license could not be obtained had sus- 
tained only a long-term capital loss. 
That boat-owner ran ads and listed the 
boat with yacht brokers for over five 
years, and kept it in the water, instead 
of drydock, all that time at a cost of 
over $30,000, but the court held that it 
was liquidating a capital asset which it 
could not use, rather than selling an in- 
come-producing property. 

There was an earlier decision, not in- 
volving a corporate owner, which did 
allow deduction of the repairs (John R. 
Hopkins, 15 TC No. 160 (1950)). 
kins had received a cabin cruiser upon 


Hop- 


liquidation of a corporation and was 
able to prove that he had never used it 
for his own pleasure, but only to exhibit 
it to prospective purchasers. The court 
held that this property had been held 
for the production of income and the 
repairs were, therefore, deductible. 

In two other cases, however, where the 
property was originally used for personal 
held that the 
abandonment of personal use did not 
mean that the property was thereafter 
held for the 
(Clarence B. 
(1954); 


purposes, it was mere 


production of income. 
Jones, 22 TC No. 407 


Warren Leslie, 6 TC No. 488 
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1946)). However, in Fagan, 9 TCM 44 
1950), and indeed many other cases, 
where bona fide attempts have been 
made to sell or rent property which was 
formerly personal and it is clearly indi- 
cated that personal use of the property 
has been abandoned, the courts have 
permitted maintenance and depreciation 
expenses to be deducted. w 





Payments were for property settlement, 
not alimony. Her husband was obli- 
ited under an agreement made part of 
their divorce to pay taxpayer $200 a 
month while he was in the Army and for 
six months thereafter. He was then to 
pay her an additional $21,000 at the 
rate of $350 a month. The court holds 
the obligation to pay $21,000 was sep- 
arable from the $200 payments. Since the 
payments would be completed in less 
than ten years, they were not taxable 
income under the Code provision which 
treats periodic payments of a fixed sum 
is alimony only if they are to be made 
over a period longer than ten years. 
Cheek, DC Calif., 6/6/58. 


Can't deduct divorce legal fee though 
income property was at issue. The at- 
torney who filed the divorce suit by tax- 
payer’s wife was an old friend of both. 
laxpayer paid him a fee of $7,500 for 
which he claimed a deduction on the 
ground that the fee was for protection 
of his stock ownership in the family busi- 
ness that employed him. Taxpayer said 
he had agreed he would pay the at- 
torney $7,500 and would not contest the 
divorce if the attorney could persuade 
his wife to accept a financial settlement 
which would not disturb his ownership 
of the business. The court follows earlier 
decisions that a fee to obtain a favor- 
able property settlement in divorce is 
not deductible. Owens, TCM 1958-103. 


Decree reforming voluntary agreement 
not a decree of separate maintenance. 
laxpayer and his wife entered into a 
voluntary separation agreement. Prior to 
1954, the Code treated as alimony pay- 
ments made under a decree of divorce 
or separate maintenance only. Taxpayer 
conceded that he originally had no such 
decree, but claimed that status for a 
court order revising payments after suit 
by his wife. The court denies the deduc- 
tion; the decree was not pursuant to a 
matrimonial action and in no way sanc- 





tioned the separation of the parties. 
Borax, 30 TC No. 81. 


Decree for support of abandoned wife 
is not a “legal separation.” The IRS 
rules that a decree for support of an 
abandoned wife is not a legal separation. 
Since the child-care deduction is allow- 
akle to a married woman on a joint re- 
turn only, and the absence of her 
husband and the relationship between 
them makes joint filing unfeasible, and 
since she therefore filed a separate re- 
turn, she is denied the deduction. The 
ruling notes that, for years after 1954, 
the Code contains a specific provision 
taxing as alimony payments from a 
husband separated under a decree for 
support. Rev. Rul. 58-321. 


Payment of mortgage on ex-wife's home 
not alimony. An agreement incident to 
a divorce whereby the wife was given 
rent-free use of a residence did not en- 
title the husband to deduct the monthly 
rental value as “periodic payments” of 
alimony. Nor is he entitled to deduct 
depreciation or the mortgage payments 
on the property. Premiums paid on life 
insurance policies never assigned to the 
wife and in which the wife’s interest is 
simply that of a contingent beneficiary 
also do not represent “periodic pay- 
ments.” Bradley, 30 TC No. 66. 


Support order not a decree of separate 
maintenance. An order for support of a 
wife issued by the Quarter Sessions Court 
of the Peace in Pennsylvania does not 
constitute a “decree of separate main- 
tenance.” Payments made by the hus- 
band under the order are neither de- 
ductible by the husband nor taxable to 
the wife. Rankin, TCM 1958-118 & 119. 


Fathers prove support of children of 
prior marriage. In these decisions, fath- 
ers who paid for the support of their 
children by a prior marriage are held 
entitled to the dependency exemption. 
In each case a consideration of the ex- 
wife’s income and expenses made it ob- 
vious that the contributions by the fath- 
ers must have been in excess of one-half 
of the children’s support. Justici, ‘TCM 
1958-109; Hall, TCM 1958-110. 


Appeal from divorce decree does not 
affect divorce status at end of year. Tax- 
payer was divorced from his wife in 
1951 under a Maryland decree a mensa 
et thoro. They both filed appeals before 
the end of the year. The lower court's 
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decree was not affirmed until April 1952. 
The Tax Court found that the appeal 
did not vacate or annul the decree as 
of the end of the year before affirmance 
by the appellate court. Therefore, tax- 
payer and his wife were not entitled to 
file a joint return for 1951, nor could 
taxpayer claim an exemption for her on 
his separate return. This court affirms. 
Sullivan, CA-4, 6/2/58. 


Advance payment to old age home is 
support of dependent. A taxpayer made 
a lump-sum payment to a religious home 
to take care of his aged father. The 
amount was based on the estimated an- 
nual maintenance cost for the father’s 
life expectancy. For purpose of claiming 
the dependency exemption, taxpayer is 
considered to have contributed each 
year toward support of his father the 
annual maintenance cost until the fund 
is exhausted. If the father does not sur- 
vive his life expectancy, no part of the 
advance payment retained by the home 
can be taken as a charitable contribu- 
tion. Rev. Rul. 58-303. 


Support in form of lodging measured by 
fair rental value. The fair rental value 
of lodging furnished a dependent in a 
house owned by the taxpayer, and not 
the actual expenses incurred in main- 
taining the home, should be included 
as support furnished in determining 
whether more than half of the support 
of the dependent was contributed by the 
taxpayer. Rev. Rul. 58-302. 


No deduction for promotion of consti- 
tutional amendment. In accordance with 
its non-acquiescence in Smith, 3 TC 
696, the IRS rules that expenditures to 
promote or defeat a _ constitutional 
amendment are basically to promote or 
defeat legislation and, as such, are not 
deductible as business expenses. Rev. 


Rul. 58-255. 


Rental value of lodging furnished is 
part of dependent’s support {Acquies- 
cence]. Taxpayer’s mother-in-law, whom 
he claimed as a dependent, had an old 
age pension. In computing the support 
he furnished, the Commissioner allowed 
only a fraction (she was one of the six 
in taxpayer’s family) of out-of-pocket 
house expenses, i.¢., painting, taxes, elec- 
tricity, etc. Taxpayer claimed the fair 
rental value of her room. The Tax 
Court agrees. Rental value is the best 
measure of the lodging furnished. One 
dissent—he would remove profit element 








ais 
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from the rental value. Emil Blarek, 23 
TC No. 129, acq. IRB 1958-25. Similarly 
William C. Haynes, 23 TC No. 131, Acq. 
IRB 1958-25. 


Dependents must be members of house- 
hold for entire year. Taxpayer claimed 
dependency exemptions for a woman 
and her two minor children who, though 
lived in his home 


unrelated to him, 


from 3/5/54 through the remainder of 
the year. Since the Code allows the ex- 
emption for ‘an individual who for the 
taxable year of the taxpayer has as his 
principal place of abode the home of 
the taxpayer,” the court holds they could 


not be claimed as dependents. ‘J hey were 


not members of taxpayer’s household 


during the “entire” taxable year. Trow- 


rC No. 88. 


) 


bridge, 30 


Doctor can’t deduct European trip as 
business expense. A physician specializ- 
ing in the treatment of alcoholics sought 
to deduct as a business expense the costs 
of a European trip taken by him and his 
wife. The trip lasted 85 days, of which 
56 were spent in travel between various 
places of interest. The court finds the 
many visits taxpayer made to hospitals 
and other health institutions in Europe 
were the result of natural curiosity and 
professional interest, and holds the trip 
was primarily for pleasure. But of the 
$7,800 claimed as travel, $200 is allowed 
under the Cohan rule as directly re- 
lated to taxpayer’s business. A deduction 
for mailings to patients and doctors and 
other business contacts in the amount 
“‘adver- 
Duncan, 30 TC No. 


of $575 is allowed in full as an 
tising expenditure.” 
36. 
Lawyer's contribution to law-reform 
group business expense [Non-acquies- 
cence]. Taxpayer, a lawyer, contributed 
$2,500 to the Missouri Institute for the 
Administration of Justice, an organiza 
tion having as its aim the adoption of a 
new system of selection of judges. The 
court allowed the deduction as a busi- 
ness expense. The purpose of the In- 
stitute was to restore public confidence 
in the administration of justice, a con- 
dition essential to taxpayer’s continued 
success in the practice of law. Smith, 3 
TC 696, non-acq. IRB 1958-21, prior acq. 
CB 1944 withdrawn. 


Fashion co-ordinator may deduct “work- 
ing” clothes. Taxpayer was a fashion co- 
ordinator for a large shoe company. She 
is permitted to deduct part of her ward- 
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robe cost as an ordinary and necessary 
expense incurred in the course of her 
employment. The court noted that, in 
attending meetings of style designers and 
buyers, it was essential for her to wear 
clothing of the most advanced styles and 
fashions, some of which were not suited 
for private and personal wear, as dis- 
tinguished from business wear. The fact 
that her employer did not reimburse her 
with a clothing allowance is not deemed 
material. Yeomans, 30 TC No. 74. 


Attorney fees for gift tax contest not de- 
ductible. [Old Law). Under the 1939 
Code, there was no specific provision 
allowing deduction of legal fees incurred 
in a gift tax controversy. Taxpayer here 
argued she should be allowed the deduc- 
tion as an expense incurred for the pro- 
duction of income. As part of a separa- 
tion agreement taxpayer received cer- 
tain funds plus a sum held in escrow 
to go to her if there should be no gift 
tax on the whole 


transfer; otherwise, 


the tax would be paid from it. After 
litigation, it was held that there was no 
gift tax liability. The district court held 
that the taxpayer may not deduct the at- 
torney fees incurred. Taxpayer never 
“held” the escrow for the production of 
This without 
opinion. [Under the 1954 Code, deduc- 
tion is permitted for costs of determina- 
tion of any tax.—Ed.] Sturgeon, CA-2, 
6/2/58. 


income. court affirms 


Public steno allowed half of hotel room 
rent. A public stenographer is permitted 
a deduction of half of her rent of hotel 
rooms, and is held entitled to deduct 
for adjusted gross income interest on a 
mortgage indebtedness covering a farm 
held for sale or lease and not used as a 
residence (it is thus a business deduc- 
tion). The court denies her a deduction 
for the theft of a watch received as a gift, 
which she did not know. 
ICM 1958-114. 


the cost of 


Zeliff, 


Commodity traders disallowed travel to 
consult experts. Taxpayers, who had a 
gross income from commodity trading in 
1952 of $49,000, claimed 


$5,000 as the cost of travel from their 


about about 


home in Ohio to Chicago and New 
York to The 
notes that the evidence presented to 


consult experts. court 
show that the trips were taken and the 
amount spent was “confusing and con- 
tradictory,” and concludes taxpayers 
failed to meet the burden of establishing 


that the amounts were actually paid. 


Furthermore, it was not shown that the 
alleged expenditures would be ordinary 
and necessary expenses; “money spent in 
acquiring learning and knowledge is not 
an ordinary and necessary expense.” 
Dannemiller, TCM 1958-107. 


Convicted tax evader can’t deduct legal 
fees. Taxpayer husband and wife in- 
curred legal fees and accountant’s fees 
in the defense of civil tax suits and 
criminal tax evasion proceedings. The 
court, saying that the issues are well 
settled, allows the fees applicable to the 
civil proceedings and to the wife’s crim- 
inal case; her indictment was dismissed. 
But the fees paid for the husband's 
criminal defense are not deductible—he 
was convicted. International 
Co., TCM 1958-104. 


Trading 


No deduction for cost of defending 
criminal action. Legal fees and bond 
costs paid by taxpayer-attorney in his 
unsuccessful defense of a criminal action 
against him for failure to file an income 
tax return are not deductible. He argued 
that such expenses were incurred to 
protect and enhance his_ professional 
reputation. This court affirms. Acker, 


CA-6, 6/18/58. 


W. Va. sales and use tax deductible, but 
not cigarette tax. The West Virginia 
sales and use tax is imposed on and is 
deductible by the purchaser or con- 
sumer; the tax on Cigarettes is imposed 
on the seller, merely as an additional 
cost to him, and is deductible by him. 


Rev. Rul. 58-323. 


Doctor’s farms a business, not a hobby. 
\ practicing physician and owner and 
operator of a hospital in Florida also 
owned two farms which he consistently 
operated at a loss since their acquisition 
18 years ago. In determining that tax- 
payer was engaged in farming as a busi- 
ness with the intent of making a profit 
and is, therefore, entitled to deduct the 
losses, the court finds the farms were not 
country estates used by taxpayer as resi- 


dences, they were not showplaces” and 


were not used to any material extent 
for entertaining or recreation, nor were 
they equipped for such purposes. The 
court, however, upholds the Commis- 
sioner’s disallowance of a_ substantial 
portion of expenses incurred in connec- 
tion with the operation of a private air- 
plane used partly for business and partly 
for pleasure, since the doctor failed to 


prove the extent to which the plane 
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was used for business purposes. Zeagler, 
TCM 1958-93. 


Consumer can’t deduct Michigan cigar- 
ette tax. The Michigan excise tax on the 
sale of cigarettes is imposed on the li- 
censee, the seller of the cigarette, not on 
the ultimate consumer or purchaser; 
therefore the consumer may not deduct 
it. Rev. Rul. 58-291. 


Fees received by doctor as agent for 
hospital not taxable to doctor. Checks 
received from hospital patients by a 
physician working full time on a _ hos- 
pital staff which he is required to en- 
dorse over to the hospital are not in- 
cludible in the physician’s gross income. 
Rev. Rul. 58-220. 


Prize house includible in income though 
subject to return. The fair market value 
of a house received by taxpayer as a 
prize in an essay contest is includible 
in his gross income for the year in which 
title is transferred or in which he takes 
possession of the completed home, 
whichever first occurs, even though tax- 
payer's failure to comply with the sub- 


sequent conditions of the contest might 
require him to reconvey title to the 
sponsor. Loss of title because of failure 
to comply with conditions subsequent 
would be a separate transaction. Rev. 
Rul. 58-101. 


Inventor retained substantial rights; 
transfer was a license, not a sale [Certi- 
orart denied). Taxpayer-inventor trans- 
ferred his patents to a corporation 
created by his employer, receiving a 20% 
stock interest and the right to royalty 
payments. However, he retained several 
important rights, the most critical of 
which was the right to license any subse- 
quent employer if he left this employer. 
The district court held that taxpayer re- 
tained such substantial rights that the 
transfer was a license, not a sale, and 
that the payments he received are ordin- 
ary income. The Second Circuit affirmed. 
Watkins, cert. den., Sp. Ct., 6/30/58. 


College pay to teacher on sabbatical 
leave taxable. An amount received from 
a college by a member of the teaching 
staff on sabbatical leave while engaged 
in research in his particular field of in- 
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terest. does not qualify as an excludible 
scholarship or fellowship grant. It is 
merely compensation for services. How- 
ever, the amounts received by him from 
a private tax-exempt foundation to sup- 
plement the amount paid by the college 
(including allowances for travel, re- 
search, clerical help or equipment) may 
be excluded from gross income as a 
scholarship or fellowship grant. Rev. 
Rul. 58-222. 


“Bumped” to plant 40 miles away; can’t 
deduct travel. ‘Taxpayer, an employee of 
a public utility company, was transferred 
to a job in a plant some 40 miles from 
his home after an employee with greater 
seniority applied for his home-town job. 
The court finds the new assignment was 
not temporary—it was for an indefinite 
time. Taxpayer’s maintainance of a 
home at the old job location was a mat- 
ter of personal choice and the travel ex- 
pense to the new job is not deductible. 
Stout, TCM 1958-102. 


Tax home at Denver branch; transfer 
was due to Missouri shut-down; can’t 
deduct meals and lodging. Taxpayer 
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worked for a milling and elevator com- 
pany in Missouri for 17 years until 1952 
when it sold its mill in that state. He 
then went to work for the company in 
Denver, but continued to maintain a 
home for his family in Missouri. The 
court finds taxpayer’s job away from 
Missouri was for an indefinite period, if 
not permanent. His “home” for tax pur- 
poses was in Denver and he is not en- 
titled to a and 


lodging in Denver. Kapp, TCM 1958-72. 


deduction for meals 


North Carolina retail sales tax deduct- 
ible by consumer. The North Carolina 
sales and use tax is a “retail sales tax” 
and as such is deductible by a purchaser 
Rul. 


who itemizes his deductions. Rev. 


58-292. 


Airline employee can’t deduct non-re- 
imbursed travel expenses. For utterly 
failing to sustain his burden of proof, 
an “international representative” of a 


freight airline is denied a business ex- 


pense deduction for non-reimbursed 
travel expenses. Scott, Jr.. TCM 1958- 
117. 


No double penalty for failure to file 
estimate (1939 Code). Taxpayer did not 
file a estimated tax 
for taxable years through 1950. The IRS 


assessed both the penalty for failure to 


declaration of 


file the declaration and the penalty for 
substantial underestimate. Reversing the 
Tax Court and aligning itself with a 
minority of district courts, this court 
holds both penalties cannot apply. It 
finds no warrant for treating no estimate 
as a zero estimate for purposes of the 
substantial underestimate penalty. [The 
1954 Code specifically provides for a 
single underestimate 


Acker, CA-6, 6/18/58. 


penalty.—Ed.] 


Casualty loss not substantiated. Damage 
to a porch canopy and screens by a hurri- 
cane is disallowed as a casualty loss 
where the record fails to show that tax- 
payer was not compensated for such 
damage by insurance or otherwise. Estate 
of Ginsberg, TCM 1958-95. 

No underestimation penalty because no 
estimate was filed. This court holds that, 
by providing penalties for both failure 
to file and substantial underestimation, 
Congress did not intend to impose a 
double penalty for failure to file. There- 
fore, since taxpayer filed no estimate at 
all, the penalty for underestimation is 
not applicable and the only question is 
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the failure to file is due to 


reasonable cause. Taxpayer, who lived in 


whether 


a small town, consulted the only person 
in the town who rendered income tax 
service, a local attorney. On his advice 
he did not file declarations of esti- 
mated tax. The court holds the failure 
to file was due to reasonable cause. [The 
IRS continues to assert double penalties 
Under the 


1954 Code only one penalty, based on 


when no estimate is filed. 
the difference between quarterly pay- 
ments and the final tax, is applicable. 
—Ed.| Wood, DC Tex., 6/25/58. 


Member cannot deduct casualty loss to 
club property. Taxpayer was a member 
of a social club. Her membership en- 
titled her to build a cottage along the 
club’s artificial lake on property leased 
the club for 99 After a 
hurricane destroyed part of the lake and 


from years. 
beach, the club members were assessed 
for the rebuilding. Taxpayer contended 
she had a deductible casualty loss be- 
cause, by limiting her use of the lake, the 
hurricane had diminished the value of 
her property. Noting there was no 
physical damage to her own property, 
the court denies the deduction. The loss 
too West, DC 


to taxpayer is remote. 


Penna., 6/18/58. 


Casualty loss disallowed for failure of 
proof. A 


destruction of taxpayer’s house by fire is 


casualty loss deduction for 
disallowed in toto for failure of proof 
of either the original cost or the value of 
the house at the time of the fire. Tax- 
$2,500 


1958-91. 


payer collected fire insurance. 


Clarkston, TCM 


Didn’t prove drought killed trees; no 
casualty loss. The court notes that there 
are no decisions squarely on the point 
and that it is highly doubtful that a 
drought is a casualty in the same class 
as fire, storm or shipwreck and that dam- 
age caused by it would be deductible. 
Expert testimony, the court says, indi- 
cates that severe drought for several 
years is required to kill a tree. In this 
case, however, the court concludes that 
did that the 17 


trees around his home were killed by 


taxpayer not prove 
drought in 1954. There was evidence of 
infestation of the trees. Kemper, 30 TC 
No. 51. 


Michigan liquor tax deductible only if 
paid to State Commission. The Michigan 
excise tax on liquor sales by the State 
Liquor Control Commission is deduct- 


ible by the purchaser as a tax unless he 
elects to use the optional standard de- 
duction or computes his tax from the 
tax table. However, if liquor is pur- 
chased from licensed  state-designated 
dealers, the tax is an additional cost of 
the liquor and cannot be deducted as a 


tax. Rev. Rul. 58-304. 


Road worker can’t deduct board and 
lodging at post of duty. An employee of 
the Alaska Road Commission who lived 
with his family in Juneau, Alaska, was 
several 


hired each summer for 


usually for six to eight months, for work 


years, 


at a base 400 miles away. Severe weathe 
conditions during the remaining months 
caused the base to close. The court finds 
the employment during the years in 
issue was permanent or indefinite in 
duration, and not temporary, and there- 
fore denies the employee any deductions 
for travel from Juneau, or for board and 
lodging at the base. Scott, TCM 1958- 
113. 


Difference in market value before and 
after casualty not measure of loss. In 
determining a casualty loss to hillside 
property caused by a severe rainstorm, 
taxpayers took the position that the 
fair 
$87,000 immediately prior to the cas 


property had a market value ol 
ualty, and a value of $62,000 after, and 
that they are therefore entitled to a de- 
$25,000, 
The court holds the market value after 


duction of the loss in value. 
the casualty reflects not only a loss on 
account of physical damage but also 
a “temporary” fluctuation in the value 
of hillside properties. The “sustained 
loss” available as a deduction is found 
to be $1,200, the cost required to restore 
the physical damage to the property. 
Peterson, 30 TC No. 62. 


Indian’s basis for allotted land is value 
when fee is granted. In 1905 the U. S. 


allotted certain land to taxpayer, a 


Potawatomi Indian, in trust. In 1952 
taxpayer was granted a fee simple patent 
in the land so that he could sell it. The 


court holds there is no gain on the sale, 
as taxpayer’s basis is value on the date 
the fee was granted, not 3/1/13 value. 
The treaty with the Indians exempts 
from income taxes on allotted 
This 


carried out by giving the lands a new 


them 


lands. treaty provision is best 


basis when the trust restrictions are re- 
moved so that no taxable gain arises 
from during the 


appreciation trust 


period. Shepard, DC Wisc., 6/11/58. 
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CORPORATE & PERSONAL PROBLEMS IN 


axation of compensation 


EDITED BY JOHN P. ALLISON, LL.B. 





Court upholds minority stockholders 


fighting “phantom stock” bonus 


N OHIO DISTRICT COURT has ordered 
Consolidation Coal Company to 
cease making payments into its em- 
ployees’ bonus fund on the ground that 
the compensation of executives based on 
market price of the stock is a waste of 
corporate funds because the market 
value of the company stock bears no 
relation to the value of the executives’ 
services. 

Tax men concerned with the in- 
stallation and operation of stock com- 
pensation plans will watch this case with 
interest; it is expected that the decision 
will be appealed and, indeed, that there 
will be a rash of similar suits in other 
districts. And while the Consolidation 
plan did not give the executives actual 
stock, some of the reasoning set out in 
that opinion might well be applied to 
strike down bonus plans making actual 
distributions of stock. 


The Consolidation bonus plan 


Che Consolidation plan is of the type 
that has been labeled “ghost” or “phan- 
tom” because no stock is actually used. 
Che bonus for a particular year is set as 
units obtained by dividing the profit to 
be shared by the market value of the 
company stock. Thus, while not a share, 
the total units is equivalent to the num- 
ber of shares the profit bonus would 
buy at the then market. The number of 
units for each executive is accumulated 
year after year. Every time a dividend is 
paid on actual shares an equivalent 
amount per unit is added to the account 
(not by being a real dividend; it is ad- 





No carryover of excess contributions 
after termination of profit-sharing trust. 
laxpayer terminated its profit-sharing 
trust in 1948. In previous years it had 
made contributions in excess of the 
maximum that was allowable as a de- 
duction and it now seeks to carry these 


compensation decisions this month 


ditional compensation and deductible). 
Finally, when the executive retires, he 
receives the dollar amount computed by 
multiplying the total number of units 
in his account by the market value of the 
stock then. The company is authorized 
to sell additional shares to raise the 
cash needed. 

This plan, the district court judge 
said, was unreasonable. Noting that 
stock prices are influenced by many fac- 
tors other than managerial efficiency, 
such as inflation, general business condi- 
tions, investor optimism or pessimism, 
the court said that this plan might well 
call upon the company to pay out 
amounts grossly unrelated to the value 
of the services rendered. The opinion 
went on to say that the employees had 
the benefits of stock ownership without 
any risks. Because of the weight given to 
this factor, some compensation experts 
believe that plans involving the actual 
purchase of stock each year for each ex- 
ecutive may be less vulnerable. 

Of course, actual and phantom plans 
differ greatly in the computation of the 
amount the executive receives. In an 
actual plan the company must pay the 
cost of the actual shares acquired; in a 
phantom plan the company’s expense is 
the amount of the increase. Commenting 
on this, the court pointed out that ordin- 
arily, when a stockholder sells his stock 
on the market at a profit, the increase 
comes from the new purchaser. Under 
this bonus plan the executive will receive 
the appreciation out of the funds of the 
company itself. bs 


excess contributions over as deductions 
in 1949 and 1950. The regulations pro- 
hibit carryovers to years after the termi- 
nation of the plan, and the court up- 
holds these regulations as expressing the 
intent of the statute. The court also re- 
jects the contention that a deduction is 
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allowable as an abandonment loss. The 
pension and profit-sharing provisions of 
the Code provide a comprehensive 
scheme, and no deduction is allowable 
except under these provisions. Royer’s, 
Inc., DC Penna., 6/24/58. 


Stock options exercised by LoBue at 
time notes were given in payment 
[Non-acquiescence|. LoBue was granted 
an option in January, 1945, to purchase 
his corporation’s stock on 6/30/45, if he 
were still employed. On May 1 of that 
year he gave his corporation a note in 
payment for the stock. In January, 1946, 
LoBue was granted a second option and 
within the same month gave a second 
note in payment for the stock. On 5/ 
24/46, LoBue paid both notes and re- 
ceived all the stock. The Tax Court de- 
cision which held exercise of the option 
was not compensation was affirmed by 
the circuit court but overruled by the 
Supreme Court, which decided that any 
gain realized on exercise of the option 
was taxable as compensation to the ex- 
tent the fair market value of the stock 
on exercise exceeded the option price. 
On remand from the Supreme Court to 
determine when the options were exer- 
cised, the court holds the first option was 
exercised in 1945 (a year now barred by 
the statute of limitations) and the second 
when LoBue gave his note in January, 
1946. LoBue, 28 TC No. 158, non-acq. 
IRB 1958-25. 


Informer’s reward doesn’t qualify as 
“back pay.” Income received as a reward 
for information leading to the detection 
and punishment of persons guilty of 
violating the Internal Revenue laws does 
not qualify for spreadback relief under 
Section 1303 as “back pay.” The in- 
former is not an employee of the IRS 
and the Code specifically states that the 
back pay provisions apply to compensa- 
tion received by an employee. Rev. Rul. 
58-326. 


Subsidiary’s holdings in parent disre- 
garded for stock option purposes. The 
restricted stock option sections of the 
Code apply to options to stock of an 


employer or its 50° 


, subsidiary or its 


50% parent. The 50% rule applies to 
voting stock. The IRS rules that the 
portion of the voting stock which a sub- 
sidiary owns in its parent, and which the 
subsidiary is prohibited by state law from 
voting, is disregarded in determining the 
total combined voting power of stock of 
the parent. Rev. Rul. 58-308. 
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CREDIT FOR FORGIVEN FOREIGN TAXES 
DROPPED FROM PAKISTAN TREATY 


When the Senate approved the Pakistan 
treaty last month, it dropped the con- 


troversial “tax-sparing” provision (this 
was the first treaty to come before the 
Senate with such a provision). By the 
time the treaty reached the Senate floor, 
the forgiveness feature of the Pakistan 
law had expired and the Senate merely 
reserved the point for consideration 
when and if Pakistan renews Section 15B 
of its income tax law. Tax men who 
watched the long, hard battle over this 
provision before the Senate committees 
are asking whether the Treasury and 


State Department plan to have similar 


clauses in other treaties now being ne- 
gotiated will be carried out. To help you 
assay the implications of this controversy, 
we are bringing you an analysis by Mat- 
thew J. Kust of the provision of the 
Pakistan treaty and the light it throws 
on U.S. policy on tax credits. Following 
it we print a report by Lawrence D. 
Hollman, summarizing the objections 
that have been made to the tax-sparing 
principle in any treaty. Mr. Kust’s ar- 
ticle is published by permission of The 
Tax Executive; Mr. Hollman’s (AMA 
management report No. 2) by permission 


of the American Management Assn. 


Tax sparing in principle; and 


as vitiated by the Pakistan laws 


: pee PAKISTAN TAX TREATY became 
something of a cause celébre because 
of its so-called “tax-sparing” provision. 
Its advocates, primarily the United States 
Treasury, hailed it as the solution to the 
problems of tax concessions to stimulate 
greater American private investment and 
technical assistance to underdeveloped 
countries. Its antagonists, chiefly Pro- 
fessor Surrey of Harvard, condemned it as 
favoritism to some American taxpayers. 
But upon close inspection and analysis 
the entire controversy, at least insofar as 
it applied to Pakistan, appears to be 
“much ado about nothing.” 

The put 
forth by the Treasury as a means of 


tax-sparing proposal was 
eliminating the negative effect of the 
United States tax system upon the tax 
concessions of 


American 


countries to 
permitting the 
foreign tax credit for the tax to be 


foreign 
business by 


by MATTHEW J. KUST 


waived as if it had been paid. While it 
can be easily demonstrated that the tax- 
sparing principle is inadequate for stimu- 
lating greater American private invest- 
ment and technical assistance to under- 
developed countries, the principle has a 
certain limited merit toward the solution 
of this important problem of our foreign 
economic policy. 

It was pointed out by some witnesses 
appearing before the Senate Foreign 
Relations Committee, and conceded by 
Treasury officials, that the Pakistan tax 
provision to which the tax-sparing prin- 
ciple applied was a limited tax conces- 
that the net inducement to 
American companies would be small. 
Upon closer scrutiny, however, it appears 


sion so 


that the inducement to American busi- 
ness is largely illusory because of the 
complicated Pakistan income tax struc- 
ture, wherein other tax concessions to 


new enterprise not recognized for tax 
sparing under the treaty 
render the one taken into account in- 


proposed 


effective. 

The controversial provision is found 
in Article XV of the Pakistan treaty. It 
proposes to recognize for tax sparing 
Section 15B of the Pakistan income tax 
law. 

Section 15B was adopted by Pakistan 
in 1948 to provide an exemption of 
profits for income and super tax for a 
period of five years to the extent of 5% 
per annum on the capital employed in 
a new industrial undertaking which em- 
ploys 50 or more persons and uses power. 
The exemption is limited to new enter- 
prises which: (1) manufacture or process 
goods; (2) engage in shipbuilding and 
navigation; (3) generate or transmit elec- 
tric or hydraulic power; (4) work mines, 
oil wells and mineral deposits; or (5) 
engage in any other industrial under- 
taking to which the exemption is de- 
clared applicable. 

The exemption was extended in 1956 
to include undertakings falling 
within categories (1) or (5) which are 
set up after April 1, 1955, and which 
employ 10 or more persons and use 


new 


power, or employ 20 persons without 
using power. Dividends paid from the 
exempt profits are also tax free to the 
shareholders. 

It is clear that Section 15B provides a 
very limited tax exemption for new 
enterprises in Pakistan. It is limited in 
time and in amount. Moreover, it does 
not appear to provide for any carry-over 
of unused exemption from year to year. 
If any of the initial five years of the new 
enterprise are loss or low-profit years, so 
that the annual exemption limit is 
wholly or partially unused, it is lost to 
the taxpayer. 


Liberal depreciation allowances 


But far than its 
limited scope is the fact that it appears 


more important 
to be rendered largely ineffective in prac- 
tice because of the supervening applica- 
tion of other 


tax the 


Pakistan law, primarily the extremely 


concessions in 


liberal depreciation allowances for new 
investment, which are not recognized for 
tax the treaty. 
These liberal depreciation allowances 
taken into 


sparing by proposed 


are account before Section 

15B comes into operation and in most 

cases prevent its effective application. 
Pakistan first grants a normal depre- 


ciation on buildings, plant, machinery 


and furniture. This is based on the use- 
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ful life of the asset. In addition, special 
depreciation to the extent of the normal 
depreciation is allowed for a period of 
five years on new plant and machinery. 
\n extra shift allowance to the extent 
of 50% of the normal depreciation on 
plant and machinery worked for two 
shifts a day and equal to the normal de- 
preciation on and 


plant machinery 


worked for three shifts a day is also 
permitted. Finally, there is added to the 
above an initial allowance of 15% of the 
cost of new buildings and 25°% of the 
cost of new plant and machinery. 

\ll the foregoing depreciation allow- 
ances are cumulative, but they cannot 
exceed the original cost of the asset. The 
net effect of the various allowances is to 
provide for greatly accelerated deprecia- 
tion of new investment. Provision is also 
made for unlimited carryover of un- 
utilized depreciation allowance, so that 
there is no loss of benefit in case the 
assessees’ taxable income is insufficient in 
any year to absorb the fast write-off. 

[t is apparent that the depreciation 
allowances permitted under the Pakistan 
income tax provide for extremely fast 
write-off of investment in new plant and 
machinery. Assuming a typical group 
rate of 10% and a three-shift operation 
of the new enterprise, the following de- 
preciation allowances are permitted in 
the first year: 


Normal depreciation 10% 
Special depreciation 10 
Extra shift allowance 10 
Initial allowance 25 
Total 55° 


c 


Thereafter the annual depreciation 


allowance during the next four years is: 


Normal depreciation 10% 
Special depreciation 10 
Extra shift allowance 10 
Total 30% 
[his applies to the written-down 


value, so the effective rate on the basis 


of original cost would be considerably 


less 


in example of Pakistan depreciation 


It can now be easily demonstrated how 
the accelerated depreciation in the 


Pakistan law makes it difficult for the 


Section 15B exemption to come into 
effective operation. For this purpose we 
may industrial 


undertaking consisting of $2 million of 


assume a $4 million 
new plant and machinery and $1 million 
of new buildings, with the balance for 
site, railway siding, working capital, etc. 


To be sure, this comprises a capital-in- 
tensive industrial undertaking, but it is 
the type Pakistan desires to attract from 
America and the type of American enter- 
prise most likely to be found in Pakistan. 
It represents the sought-for oil refinery, 
fertilizer plant, heavy machinery factory 
and similar enterprises needed to in- 
dustrialize the country. 

Such an enterprise would be permitted 
on its buildings, plant and machinery 
during the initial five-year period the de- 
preciation allowances in the box below. 

Assuming a 10% annual return on the 
total investment of $4 million before de- 
preciation and taxes during the initial 
five-year period, it is apparent from the 
following tabulation that there would 


be no taxable profits after depreciation 


and Section 15B would not come into 
effect: 
Profit Depreciation 
Ist year $400,000 =$1,275,000 


400,000 1,165,625 
400,000 974,584 
400,000 726,247 
400,000 437,736 
return during the first 


2nd year 

3rd year 

4th year 

5th year 

Even a 15% 
five years would bring Section 15B into 
effect only during the fourth and fifth 
years: 


Profit Depreciation 
Ist year $600,000 $1,275,000 
2nd year 600,000 965,625 
3rd year 600,000 574,484 
4th year 600,000 151,663 
5th year 600,000 111,489 


It would, however, appear unrealistic 
to assume a regular rate of return dur- 
ing the initial five years of a new enter- 
prise. A more realistic assumption would 


appear to be a gradual profit build-up, 


perhaps even losses during the first year 


or two, over the initial five-year period. 


Let us assume, therefore, that the new 


enterprise will have the following profit 
returns during the first five years: 0, 5, 
10, 15 and 20%. 


Again the liberal de- 
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preciation allowances prevent the opera- 
tion of Section 15B. 


Profit Depreciation 
Ist year $ 0 $1,275,000 
2nd year 200,000 1,565,625 
3rd year . 400,000 1,574,484 
4th year 600,000 1,326,147 
5th year 800,000 837,636 


It is, moreover, highly probable that 
such new enterprise may have operating 
losses the first year or two. Operating 
forward for six 
Pakistan 
Such starting-up losses would also op- 


losses can be carried 


years under the income tax. 
erate to prevent the coming into effect 
of Section 15B. 

The foregoing analysis leaves a great 
number of puzzling questions in_ its 
wake. First and foremost, perhaps, is the 
question of why the United States Treas- 
ury chose such a meaningless and in- 
effective exemption in a foreign tax law 
to launch its tax-sparing principle, which 
it hails, at the same time, as the best 
solution of the problem of providing a 
tax concession to America’s private in- 
technical assistance in 


vestment and 


underdeveloped countries. It is, of 
course, entirely possible that Treasury 
officials did not understand the complex 
Pakistan income tax law they were work- 
ing with, although this is difficult to ac- 
cept. But if Treasury officials understood 
the Pakistan income tax law, it is equally 
difficult to escape the conclusions that 
they put forth an illusory proposal in 
order to divert and thwart action on 
other more effective proposals for tax 
concessions to American private invest- 
ment and technical assistance in under- 
developed countries put forth for con- 
sideration of the Administration and 
Congress and which the Treasury op- 
poses. Whatever is the answer to this 
puzzling question, it would appear that 
the Treasury owes an explanation to the 
Relations and to 


Foreign Committee 


Americans doing business abroad. 











DEPRECIATION OVER 5-YEARS UNDER PAKISTAN LAW 
Year Plant and Machinery Buildings Total 
Effective Effective 
Amount Rate Amount Rate 
Ist $1,100,000 55.0% $175,000 17.5% $1,275,000 
2nd 270,000 13.5 20,625 2.0 290,625 
3rd . 189,000 9.5 19,859 2.0 208,859 
4th 132,300 6.6 19,363 2.0 151,663 
5th 92,610 4.6 18,879 2.0 111,489 
$1,783,910 89.2%, $253,726 25.5% $2,037,636 
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[Matthew J. Kust, a member of the New 
York and District of Columbia bars, re- 
turned from three years abroad with the 
State Department to become a member 
of the Program of International Studies 
at Harvard Law School. Formerly with 
Cromwell, of New York, he 


international legal 


Sullivan ¢ 
is now engaged in 


practice in Washington, D. C.] 


Equally puzzling is the apparent will- 
ingness of the Government of Pakistan 
to settle for such a meaningless quid 
pro quo in the proposed treaty. Dan 
Throop Smith, deputy to the Secretary 
of the Treasury, in presenting the pro- 
posed tax treaty with Pakistan to the 
Senate Foreign Relations Committee, 
stated there were six concessions made 
by Pakistan to the United States that 
were balanced by the tax-sparing pro- 
vision in order to make the treaty one 
of mutual and balancing concessions. 
But the foregoing analysis demonstrates 
that the tax-sparing provision in the 
Pakistan treaty is illusory and meaning- 
less. What then is Pakistan gaining by 
entering into the treaty? 

Perhaps the answer may be contained 
in the following exchange of testimony 
between Senator Kennedy of Massachu- 
setts and Mr. Smith at a hearing before 
Relations, 


the Committee on Foreign 


United States Senate, 85th Congress, Ist 
Double Taxation 
1957, (p. 15): 

Kennedy: Are most of 


Session, on Conven- 
tions, July 30, 

Senator these 
concessions made as the result of pressure 
from Pakistan or from the United States? 

Mr. Smith: No, these concessions are 
know that I’d 


but it is part 


the concessions—I don’t 


use the word “pressure” 


of the negotiations. These were things 


that we typically have in tax conven- 


tions with other countries that have 


reached about the same stage of eco- 


nomic development we have. In other 
that 


stage, since the flow of income is from 


countries that have not reached 
them to us, they are disposed not to give 
up the right to tax any way in which 
they can assert a source of income there. 

Now it was our concession on the tax- 
Sparing provision in the negotiations 
that served as the balancing item for 
their concession on these points that I 
mentioned. There was another one by 
which they will recognize, in determin- 
ing the amount of income subject to tax 
in Pakistan, certain home-office expenses. 
That is a common provision in treaties. 

Senator Kennedy: Mr. Smith, the only 


point was that in a country which is 
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the recipient—any country, not neces- 
sarily Pakistan—of substantial American 
assistance, I want to be sure that the 


negotiations and the concessions are 


g 
arrived at just because of the economic 
trading, tax trading as in this case, and 
not as a result of the fact that the United 
States might have an advantageous posi- 
tion over all of the relationship with the 
second country. Do you feel that in this 
case the benefits derived were mutual? 
Mr. Smith: Oh yes, I think 
I think both the negotia- 


very 
definitely so. 
tors on the sides of both countries felt 
this was a matter of clearly mutual ad- 
vantage that would encourage, by remov- 
ing present tax deterrents to the flow of 
investment and future income. 

If Senator Kennedy’s surmise proves 
to be the case, it is indeed an unsound 
basis for a tax treaty with an under- 
developed country. Sooner or later know- 
ledgeable people in Pakistan will recog- 
nize the inherent unfairness of their tax 
United States, 
will be labeled American economic im- 


treaty with the and it 
perialism by opposition groups within 
the country. 

The illusory nature of the tax-spar- 
ing provision in the proposed Pakistan 
tax treaty also places Professor Surrey 
in the posture of a Don Quixote joust- 
ing with fiscal windmills instead of 
formidable tax concessions to American 
private enterprise abroad. In fairness to 
Professor Surrey, however, it must be 
hastily added that his antagonism was 
directed more to the general principle 
of tax sparing than the particular tax- 
sparing provision in the Pakistan treaty. 
His argument that tax sparing reduced 
the tax burden of certain American tax- 
makes it a substantial 
that 
proper subject of an international treaty, 


payers, which 


revenue measure cannot be the 
succeeded in delaying it within the com- 
mittee and possibly helped to eliminate 
it from the final treaty. There were also 
suggestions by Senator Long and others 
that the treaty be referred to the Senate 
Finance Committee for consideration. 


The pros and cons of 


One wonders why Professor Surrey did 
not follow the logic of his argument to 
its ultimate conclusion and challenge the 
constitutionality of a tax-sparing provi- 
sion in a tax treaty. If it is a substantial 
revenue measure differentiating among 
American taxpayers, as he argued, should 
it not properly originate in the House 
of Representatives, in which revenue 
measures must originate under our Con- 
stitution? It may be that neither the 
Senate Foreign Relations Committee nor 
the Senate Finance Committee has any 
right to authorize a tax-sparing provision 
United 
foreign country. 


in a States tax treaty with a 

The foregoing critical analysis of the 
tax-sparing innovation of the Pakistan 
tax treaty is not meant to be a complete 
condemnation of the tax-sparing prin- 
ciple. The idea upon which the principle 
must 


is predicated—that we purge our 


tax system of its negative effect upon 
the tax concessions extended to Ameri- 
can business abroad is sound. 

To be sure, the Treasury could have 
selected a more effective tax exemption 
in a foreign tax law than Section 15B 
of the Pakistan income tax law to launch 
its tax-sparing program. Other countries 
such as Iraq, Iran, Egypt or Lebanon 
offer to new foreign investment far more 
substantial tax exemptions or holidays. 
It must be remembered, however, that 
many of the underdeveloped countries 
have complex tax structures with a med- 
ley of tax inducements for private in- 
vestment that sometimes overlap, super- 
sede and conflict. Along with tax exemp- 
tions, many countries like Pakistan and 
India employ rapid depreciation or 
that 
greatly reduces the taxable profits eli- 


amortization of new investment 
gible for tax exemption. Although the 
Treasury has not proposed to apply tax 
sparing to accelerated depreciation allow- 
ances in foreign tax laws, it would pre- 
sent a difficult problem of tax adminstra- 
tion for both countries to attempt it. 
The 


leaves much to be desired. 


tax-sparing principle, therefore, 


tax s paring 


for waived foreign taxes 


; pe PRINCIPLE Of allowing U. S. tax 
credit for taxes not actually paid to 
a foreign country was endorsed by Presi- 
Economic Re- 


dent Eisenhower in his 


by LAWRENCE D. HOLLMAN 


port to Congress in January of 1957. He 
said: 


“At present, foreign tax inducements 


to attract capital are in some situations 
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nullified by not allowing credit in de- 
termining United States tax liability for 
income taxes waived by the country in 
which the investment is made. The in- 
vestment of private funds abroad would 


ve facilitated by tax treaties which, sub- 
ject to appropriate safeguards, recognize 
the laws of other countries designed to 
attract new investment.” 

Ihe Pakistan treaty incorporated the 
President’s suggestion in the guise of 
what has been termed at various times 
‘tax sparing,” a “credit for ghost taxes” 
and the “phantom tax credit.” However, 
that treaty, as approved by the Senate, 
did not contain the tax-sparing provi- 
sion; it is still uncertain whether other 
treaties which are expected to be con- 
summated will contain similar relief 
provisions for foreign-source income. Po- 
tential tax treaties with Peru, Chile, 
Uruguay, Mexico and Cuba all have 
been mentioned as possible vehicles for 
incorporation of the tax-sparing provi- 
sion. 

Che effect of the tax-sparing provision 
is to permit a foreign tax credit, not only 
for income taxes or certain “in lieu of” 
taxes actually paid by a foreign branch 
or subsidiary of a United States parent 
corporation, but also for taxes imposed 
by the foreign country but then waived 
as a tax concession to encourage the de- 
velopment of the country’s economy by 
promoting new business. While the 
Pakistani tax concession and also the 
abortive tax-sparing provision in the 


treaty were limited to 5% of invested 
capital of the new business’ operations in 
Pakistan, tax-sparing provisions in later 
treaties could well be broader and more 


beneficial to American companies. 


irguments for tax sparing 

This tax-sparing provision in the 
United States-Pakistani Treaty has been 
the subject of recent controversy, par- 
ticularly in hearings before the Senate 
Foreign Relations Committee concerning 
the treaty. Testimony by the proponents 
of the provision illustrate both its pur- 
pose as a reflection of United States tax 
policy and also the extent to which it 
may benefit United States corporations. 
Che rationale of both the Treasury and 
State Departments in proposing tax spar- 
ing, as expressed in the hearings, has 
been threefold: 

1. The provision is designed to facili- 


tate the promotion of the economics of 


underdeveloped countries by providing 
an incentive for private United States 
investment in the treaty country. Since 


the United States taxes foreign-source in- 
come of Américan companies, even 
though abating tax by the credit device, 
the tax concession of the foreign country 
is nullified unless credit is also given 
for taxes imposed but then waived. The 
sparing device is proposed as the suitable 
vehicle to achieve this end. In effect, 
«this device, as originally incorporated in 
the United States-Pakistani Treaty, 
would have permitted the United States 
to extend tax benefits selectively to those 
areas and under those conditions which 
will further its own economic policy. 
Thus, the prime thrust of the provision 
is the promotion of our own foreign 
economic policy through means other 
than direct governmental aid. Ancillary 
to this rationale is the fact that American 
concerns will be put on an equal footing 
with local concerns of the foreign coun- 
try involved and with investors from 
other countries, some of which already 
permit recognition of the tax incentive 
laws of the country in which investment 
is to be made. 

2. While the provision in the United 
States-Pakistani Treaty admittedly would 
have been a minor incentive to Ameri- 
can business because of the limitations 
imposed on the concession itself, tax 
sparing has great symbolic value and 
emotional appeal to the foreign country, 
since these countries heretofore have 
viewed with regret the workings of the 
United States tax which deprive their 
concessions of any application vis-a-vis 
United States operations in them. 

3. The provision, by being of benefit 
to the underdeveloped countries with 
which the treaties are consummated, per- 
mits us to bargain with those countries 
for a quid pro quo in negotiating for- 
eign tax conventions. To date, the 
United States has been generally un- 
successful in negotiating tax conventions 
with underdeveloped states. Officials of 
both the Treasury and State Depart- 
ments claim their lack of success arises 
from the fact that, while agreements to 
avoid double taxation should have 
mutual and reciprocal advantages for 
both participating parties, this is not 
true in the case of the so-called “under- 
developed” countries, since the flow of 
business income is almost entirely from 
such countries to the United States. Con- 
sequently, in the absence of an agree- 
ment, some income may be taxed by 
both the United States and the under- 
developed country, without adequate 
credit being given by the United States 
because such income is not foreign-source 
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[Lawrence D. Hollman is associated with 
the Washington, D. C. firm of Klags- 
brunn, Hanes & Irwin. The author of 
several tax publications, he is a member 
of the Massachusetts and District of 
Columbia Bars.| 


income under the United States view. 
In order to remove such discrimination 
and to correct what the United States 
deems other inequities in the taxation of 
foreign business income by foreign coun- 
tries, it becomes necessary to offer the 
underdeveloped country something bene- 
ficial in return. Accordingly, the tax- 
sparing device was selected as the appro- 
priate means by which the United States 
would give up something in return for 
concessions from the foreign country. 

From the American company’s point 
of view, the tax-sparing provision offers 
to it what a number of non-govern- 
mental proponents of the provision have 
stated as an inadequate device to pro- 
mote private United States investment 
abroad. In many cases, the provision 
would have meant little in the way of in- 
creased benefits to American companies 
in Pakistan, because of the limitations of 
the Pakistani incentive itself to five years 
and 5% of the United States company’s 
investment there. [See Mr. Kust’s an- 
alysis p. 150 above.—Ed.] However, from 
the point of view of the tax-sparing pro- 
ponents, the provision was important and 
praiseworthy for the precedent it would 
have established, which would compel 
incorporation of the provision in other 
treaties, with perhaps even broader possi- 
bilities of tax relief. 


Objections to tax sparing 


Despite the laudable motives of the 
provision’s proponents, both in and out 
of the Government, a number of objec- 
tions have been raised to it, primarily 
by Professor Stanley Surrey of Harvard 
Law School in the Senate hearings. 
These objections are illustrative not 
only of the problems concerned with the 
tax-sparing provision, but of problems 
concerned in any legislative measure to 
provide relief for foreign-source income. 

1. The provision is objected to be- 
cause it provides preferential tax treat- 
ment for foreign income earned abroad 
as against income earned in the United 
States or income earned in foreign coun- 
tries that do not have such treaties. This 
argument appears fallacious to me, since 
it presupposes that no distinctions now 
exist in the treatment of foreign in- 
come. 
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2. It is contended that, if tax sparing 
were extended to other countries, then 
the rate of United States tax on foreign 
income would vary, depending upon the 
rate established by the finance minister 
of each foreign country with whom we 
consummate a treaty incorporating tax 
sparing. 

3. It is argued that most United States 
investors can now take advantage of a 
foreign country’s tax incentives by using 
a foreign subsidiary as the corporate 
vehicle to conduct business in that 
country. Since the early earnings of a 
foreign subsidiary generally are retained 
and reinvested in the foreign country, 
no United States tax would be im- 
posed on the subsidiary’s income. Only 
if a branch or a foreign subsidiary 
whose earnings are repatriated imme- 
diately to the United States is used, does 
the concession enacted by the foreign 
country lose all its value. I believe this 
contention has considerable merit if a 
foreign subsidiary is used, but loses its 
force if a branch operation becomes pre- 
ferable. 

4. Countries with a stable, moderate 
or low tax rate cannot and will not be 
benefited by tax sparing; instead, it is 
argued, countries with more erratic tax 
structures—with high rates and tax con- 
cessions—will be the only ones to benefit 
by tax sparing. Thus, tax sparing dis- 
criminates among underdeveloped coun- 
tries and encourages high rates of tax in 
foreign countries desirous of getting 
United States investment. This appears 
to me the most telling point in opposi- 
tion to the provision. 

5. The contention is made that tax 
sparing creates discrimination among 
United States corporate taxpayers in the 
foreign country. Those United States 


businesses investing in physical plant in 
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Pakistan would have been preferred over 
those which license. know-how or export 
essential items since the latter groups 
would not be benefited by tax sparing. 
Again, I believe this to be a vital de- 
fect in the provision’s scope, since tech- 
nical agreements and certain exports 
may be more important to the economic 
well-being of many foreign countries 
than capital investment by United States 
companies. 

6. The objection is made that only 
the largest American companies will be 
the beneficiaries of tax sparing, since only 
they will have the capital and manpower 
necessary to invest abroad. While it ap- 
pears to me that small business might 
be able to benefit from tax relief on the 
export of goods or of technical exper- 
tise, the limited opportunities available 
to these groups under the benefits of tax 
sparing provide a further element of dis- 
crimination. 

7. Finally, the argument is presented 
that, even if we accept the premise that 
tax incentives are needed to promote 
our foreign economic policy, tax sparing 
is not the best solution. Even some of 
the proponents of tax sparing admit that 
it will not seriously encourage United 
States capital investment in a foreign 
country. If this is so, would not tax 
sparing be merely a windfall to United 
States businesses, increasing their profits 
at the expense of the United States 
Treasury? In addition, to the extent that 
tax sparing may encourage investments 
in foreign countries, such investments 
may not be desirable, either from the 
foreign country’s point of view or from 
ours. Therefore, should not the United 
States be the country to decide what in- 
centives are desirable, since it is to be 
the country that must make the incen- 
tive effective? 


on doing business in 


U.S. used in Spermacet decision 


A RECENT TAx Court decision (Sper- 


macet Whaling & Shipping Co., S.A., 
30 TC No. 57) raises more questions 
than it solves concerning American- 
owned ships registered in Panama or 
under other flags of refuge. This sub- 
ject is much discussed these days, espe- 
cially by the tax fraternity, from finan- 
cial, as well as political angles. Be- 
cause of the interesting analysis of the in- 
come tax considerations written by R. 
Palmer Baker, Jr., of Lord, Day & Lord, 


New York City, in the January Tax Law 
Review, we thought of him when we 
read the Spermacet decision. It seemed 
to us that the Tax Court (and this was a 
court-reviewed decision) based its hold- 
ing on some doubtful premises and we 
asked Mr. Baker whether he agreed. 
The somewhat complicated facts in 
this case are set out in detail in the ad- 
joining box. The entire venture arose 
because of the shortage of sperm oil 
after World War II. Archer-Daniels- 


Midland marketed this oil through its 
special oils, or Smith division, headed 
by Werner G. Smith. This had been an 
independent business and, after it was 
taken over by the ADM, Smith contin- 
ued to run it as a division. He entered 
into extensive negotiations with various 
Norwegians in the whaling business with 
the idea of having them undertake a 
whaling expedition committed to sell all 
of its catch to ADM. Taxpayer, Sper- 
macet, was the Panamanian corporation 
organized to do that, but was forced to 
have Smidas, another corporation, con- 
trolled by Smith, obtain the charter. The 
tax litigation turned on the relation- 
ship between Spermacet and Smidas. 
(Was Smidas Spermacet’s agent and, if 
so, what effect did that have on the ques- 
tion whether Spermacet was engaged in 
business in the United States?) The ven- 
ture was financially profitable; Sper- 
macet earned over $900,000 in 1948. 
This would be subject to U. S. tax only 
if Spermacet were a resident foreign cor- 
poration engaged in trade or business in 
the United States and the income was 
from sources within the United States. 
“In the court-reviewed opinion from 
which three judges dissented,” Mr. 
Baker writes, “it was found that Sper- 
macet ‘was not engaged in any substan- 
tial, regular, or continuous ordinary 
business activity in the United States’ 
and hence that it was not a resident for- 
eign corporation engaged in trade or 
business in this country. The source of 
the corporation’s income from the pro- 
duction and sale of the sperm oil there- 
fore did not have to be considered. 
“The interesting aspect of this case is 
that the writers of both the majority and 
the dissenting opinions apparently as- 
sumed that petitioner would have been 
engaged in trade or business within the 
U. S. if Smidas had been simply its agent 
for the sale of the sperm oil (as well as 
nominee or agent for the holding of the 
charter). Thus the dissenting opinion 
states that Smidas was a ‘mere agent or 
instrumentality’ and concluded that pe- 
titioner was clearly engaged in trade or 
business within the United States be- 
cause ‘the delivery and sale of products 
are among the most important functions 
of a business for profit.’ Is this a correct 
statement of the law where sales are not 
effected through a regular course of 
business activity and solicitation within 


the United States?” The implication that 


mere sale and delivery amounts to en- 
gaging in trade or business within the 
United States, even though there is no 








ac 
sh 
Sil 
m 
WwW 


ul 


| ti 


th 
dc 








rough its 
headed 
been an 
er it was 
h contin- 
» entered 
h various 
ness with 
lertake a 
to sell all 
er, Sper- 
rporation 
forced to 
ion, con- 
rter. The 
relation- 
Smidas. 
t and, if 
the ques- 
gaged in 
Che ven- 
le; Sper- 
in 1948. 
tax only 
eign Cor- 
isiness in 
ome was 
1 States. 
ion from 
a, Dir. 
lat Sper- 
substan- 
ordinary 
d States’ 
dent for- 
trade or 
source of 
the pro- 
oil there- 
ered. 
is case is 
ority and 
ently as- 
ave been 
ithin the 
its agent 
s well as 
ng of the 
opinion 
agent OF 
that pe- 
trade or 
tates be 
products 
unctions 
a correct 
Ss are not 
purse of 
n within 
tion that 
is to en- 
thin the 


‘re is no 





regular course of activity is disturbing. 
“The ground for decision in the ma- 

jority opinion is that there was a bona 

between 


fide business arrangement 


| Spermacet and Smidas and that Smidas 


‘was reasonably compensated’ for its ser- 
vices, including its ability to obtain a 
vessel which Spermacet could not obtain 
directly. This analysis would not have 
been necessary if the court had not also 
thought that sale and delivery in the 
United States may of themselves produce 
resident status. However, once the court 
had found, as it did, that Spermacet’s 
business was managed and controlled 
from Norway, it might on that ground 
alone have concluded that Spermacet 
was not engaged in trade or business 
within the United States, even if Smidas 
were ‘a mere agency or instrumentality’ 
adopted to obtain use of the factory 
ship. Incidentally, because of the dis- 
similarity in stock ownership of Sper- 
macet and Smidas, this was not a case 
which the Commissioner could attack 
under Section 45 of the 1939 Code (Sec- 
tion 482 of the 1954 Code) by allocating 
the profits of the foreign entity to a 
domestic corporation. 

“Having found that Spermacet was 
not a resident foreign corporation, the 
court did not have to determine what 
portion of the sperm oil profits was al- 
locable to the United States under Sec- 
tion 119(a)(6) and (e) of the 1939 Code. 
Such allocation would presumably have 
been necessary because, while the oil 
was produced and transported outside of 
the United States, title passed in this 
country. Would it have been possible, 
as originally contemplated, for Sper- 
macet to pass title to ADM as the sperm 
oil was taken aboard the factory ship? 

\ final aspect of interest in this case 
is Spermacet’s apparent waiver of the 
claim made in its petition that its earn- 
ings were exempt under Section 231(d) 
of the 1939 Code (now 883 of the 1954 
Code). “The following items shall not be 
included in gross income of a foreign 
corporation, and shall be exempt from 
taxation under this subtitle: (1) Ships 
under foreign flag.—Earnings derived 
from the operation of a ship or ships 
documented under the laws of a foreign 
country which grants an equivalent ex- 
emption to citizens of the United States 
and to corporations organized in the 
United States.’ Great Britain grants an 
equivalent exemption to United States 
corporations. In the unique case of a 
whaling operation, the argument seems 
plausible.” Ww 
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Taxpayer, Spermacet Whaling & 
Shipping Co., S. A., was a Panaman- 
ian corporation organized to pro- 
vide a source of sperm oil for a 
U. S. processor, Archer-Daniels-Mid- 
land. Smith, the executive vice- 
president of ADM, who initiated the 
arrangement, held 40% of taxpay- 
er’s stock and the remaining 60% 
was held by Norwegian interests. 
Originally Spermacet was to sell 
the sperm oil directly to ADM, with 
title to pass upon the placing of the 
oil in the tanks of a factory ship to 
be acquired by charter from a Brit- 
ish corporation organized by Sper- 
macet’s principal Norwegian stock- 
holder. However, the British gov- 
ernment refused its consent to the 
charter because Panama was not a 
signatory to the International Whal- 
ing Agreement. The arrangement 
was, therefore, eventually modified 
to provide for a charter of the fac- 
tory ship to a U. S. export corpora- 





THE FACTS IN SPERMACET 


tion, Smidas Company, Inc. (Smid- 
as was owned to the extent of 54.5% 
by Smith, the executive vice-presi- 
dent of ADM. However, Smidas 
had other substantial business and 
had been in existence well before 
this transaction arose.) Smidas then 
retained Spermacet to manage the 
whaling expedition. In considera- 
tion of these services and the as- 
sumption by Spermacet of the obli- 
gations of Smidas under the charter, 
Spermacet was to receive the entire 
proceeds of the sperm oil sales to 
ADM after deduction by Smidas of 
$25,000 plus its direct expenses in 
selling and delivering the oil. Sper- 
macet had a New York bank ac- 
count and the formal meetings of 
its board of directors were held in 
the U. S. However, it did not have 
an office nor books of account in 
the U. S. and its business affairs 
were in fact directed and managed 
from an office in Norway. 








Final Regulations drop “negotiating of fice” 


rule for allocating sales income 


_ REGULATIONS PRESCRIBE three 
methods for determining the por- 
tion of the profit derived from sources 
within the U. S. from the sale of per- 
sonal property produced (in whole or in 
part) within the U. S. and sold in a for- 
eign country, or vice versa. One of these 
is the so-called “formula” method.! 
Under this method, of the total amount 
of taxable income from the sale of such 
property, one-half is apportioned in the 
ratio of the value of the U. S. 


erty to both U. S. and foreign property. 


prop- 


The remaining half is apportioned “in 
accordance with the gross sales of the 
taxpayer within the United States” and 
within the foreign country. 

The question of what are “gross sales 
within” the U. S. or “within” the for- 
eign country was expressly dealt with in 
the Proposed Regulations, Section 1.863- 
3(b)(2), Example (2): 

“(iii) The term ‘gross sales of the tax- 
payer within the United States’ means 
the gross sales made during the taxable 


year which were principally secured, ne- 
gotiated or effected by employees, agents, 


officers, or branches of the taxpayer's 
resident or located in the 


United States.” 


business 


This provision has appeared in the 
Regulations for many years.3 

Without warning or explanation, this 
sentence was omitted from the final 
Regulations. The significance of the 
omission can only be supplied by specu- 
lation. 

What was the reason for dropping the 
definition of gross sales? The logical in- 
consistency of the provision omitted 
from the final Regulations was pointed 
out some years ago: 

“This method of segregating sales, 
prescribed by the Regulations, is incon- 
sistent with the title-passage test, which 
is generally applied to determine source, 
and may produce anomalous results. For 
1 Reg. Section 1.863-3(b) (2), Example (2). 
2A similar ratio is applied in the case of per- 
sonal property produced within the U. S. and 
sold within a U. S. possession or vice versa. Reg. 
Section 1.863-3(c) (3), Example (2) (iii) and 
Section 1.863-3(c) (4), Example 1 (iii). 

3 See, e.g., Regulation 86, under the Revenue Act 
of 1934, Art. 119-12, Case 2A. 
* Roberts and Warren, Income Taxation of Non- 


resident Aliens and Foreign Corporations (Prac- 
tising Law Institute, 1953). 





a ae aaa 


Pe ee 











156 * The Journal of Taxation «+ September 1958 


example, consider the following hypo- 
thetical situation. A taxpayer performs 
all his manufacturing in Canada and 
maintains his only sales office there. All 
but a negligible portion of his property 
is located in Canada. The manufactured 
goods are shipped to the United States 
in such a manner that title passes in the 
United States. Under the title-passage 
rule, the income from sales of such 
goods is partly from United States 
sources. Nevertheless, application of the 
allocation formula would result in a 
zero numerator, since no property and 
no sales would be segregated to the 
United States. As a result, no income 
would be treated as being from United 
States sources. Although the result may 
be desirable in this case, it illustrates the 
negation of the title-passage concept by 
the criterion for segregation of sales pro- 
vided by the Regulations.’’4 


Does it mean that the “title passage” 


rule will be substituted for the “negoti- 
ating office’ rule of the old Regula- 
tions? On the one hand,:we have the 
existence of long standing regulations, 
together with no apparent justification 
in any change made by the 1954 Code. 
On the other hand, the omission of the 
sentence defining gross sales may re- 
quire resort to Section 1.861-7, the pro- 
vision which deals generally with the 
title passage rule, particularly paragraph 
(c) which prescribes the “title passage” 
rule for determining where a sale is 
“consummated” “[fjor the purposes of 
Section 861 to 864.” 

In their present posture the Regula- 
tions seem to present an unresolved 
problem. What is important, however, 
is that tax advisers should be aware 
of the omission in the Regulations 
under the 1954 Code of a definition of 
gross sales which had appeared in prior 
Regulations. ’ 


Why do U.S. producers make films abroad? 


Taxes big, but not only reason 


, ey TAXES ARE Clearly a factor of 
major importance in the decisions of 
U. S. producers to make films abroad, 
denying the tax advantage to such a 
foreign operation would not bring all 
the film making back to Hollywood. 
This is the conclusion of an economic 
study of the motion picture industry 
made by Irving Bernstein for the Holly- 
wood A. F. of L. Film Council. Mr. 
Bernstein does not minimize the im- 
portance of taxes. “In fact,” he says, “the 
history of the motion picture industry 
in the past few years could be written 
around the theme of tax avoidance. ‘In 
Romanoftf's,’ Eric Hodgins observed re- 
cently in Life, where much of to- 
morrow’s high strategy is planned over a 
couple of Bloody Marys and Hamburger 
Fogelson, the talk is the kind of talk 
that might be heard if the American 
Stock Exchange, Sutter Creek and the 
New York Cocoa Exchange had merged, 
taking in a Greek shipping tycoon and 
a French arbitrage expert as junior part- 
ners. The straight talk about picture- 
making—who might star, who might 
script, who might direct—is laced with 
conversations from a different planet: 
conversations about charge-offs, deprecia- 
tion situations, 2714% depletion allow- 
ances, exploration expensing, spin-offs, 
Australian sheep ranches and Swiss cor- 
porations.’ For considerations by no 


means unrelated to capital gains, Wil- 
liam Holden is Toluca Productions, 
Marlon Brando is Pennebaker Produc- 
tions, John Wayne is Batjac Productions, 
Frank Sinatra is Kent Productions. 
“Since each deal is unique, it is very 
dificult to generalize about the forms 
that tax advantages take. An American- 
interest film made abroad normally has 
an American director and must have 
one or preferably two American stars in 
order to make the product salable in 
the U. S. market. Hence the director's or 
the star’s tax advantage will often dictate 
where the picture will be shot. If the 
star is a corporation, for example, there 
is an advantage in incorporating in 
Switzerland or Liechtenstein, where 
there is no capital gains tax and U. S. 
corporate income taxes may be avoided. 
Or an American corporation—either a 
motion picture company or an actor— 
that plans to make several films abroad 
may find it advantageous to take all or 
part of its income in a blocked currency 
since such foreign income is not taxable 
by the U. S. until converted into dollars. 
Individuals who work abroad may avoid 
U. S. taxation on their entire compen- 
sation if they can show that they were 
residents of foreign countries for a full 
tax year or on up to $20,000 per year 
if they stayed abroad for 510 days in 


any consecutive 18-month period. Fur- 


ther, an individual working abroad may 
exclude from taxable income the expen- 
ditures for many items on which he 
would have to pay a tax at home: the 
cost, for example, of food, lodging, in- 
surance and clothes.1 An individual who 
is willing to reside abroad permanently 
may avoid U. S. taxes entirely and pay 
in a country like Spain, whose tax rates 
are much lower. Under certain circum- 
stances income earned in a U. S. posses- 
sion, such as Guam, Samoa and Midway, 
is exempt from taxation. 

“It is the view of sophisticated ob- 
servers of the motion picture industry 
that the net effect of these tax ad- 
vantages has been to increase the num- 
ber of films made abroad on a substantial 
scale. The impact has been considerably 
greater upon the independents than 
upon the majors and the advantages to 
corporations have had more effect than 
the advantages to individuals.” 

However, Mr. Bernstein concludes 
that, while authentic locale and lower 
labor costs are, with taxes, compelling 
reasons why U. S. producers make films 
abroad, by far the most important is the 
lure of easy money abroad in the form 
of either loans at low interest or out- 
right subsidies. 

“The final factor, easy money and/or 
subsidies,” he continues, “has been easily 
the most important, in fact, has _prob- 
ably had as much effect in persuading 
U. S. producers to shoot abroad as all 
the other reasons combined. Financing 
in Hollywood in recent years has for 
understandable reasons been difficult. In 
a falling market, bankers have been re- 
luctant to lend on what are by nature 
highly speculative ventures. They have 
demanded assurances of the availability 
of top-drawer directors and stars, very 
high interest rates and heavy collateral. 
In the great capital goods boom of 
1954-56, they could turn their short 
supply of money over rapidly at high 
interest rates in much safer investments 
than motion pictures. The case of in- 
dependent producer Charles Martin's 
Death of a Scoundrel is typical. He could 
raise only 25% of the budget of nearly 
$1 million from banks and had to obtain 
the balance privately. In fact, his private 
backers virtually guaranteed the bank 
loans. Under these circumstances, easy 


1 [Apparently the author refers to the fact that 
food and lodging while away from home may be 
deducted. Insurance presumably will be a_busi- 
ness expense if coverage is related to the trip 
and conceivably it may be easier to persuade an 
examining agent that clothes are a business 
expense if they are used only on such a film- 
making trip.—Ed.] 
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money abroad, either in the form of 
loans at low interest or subsidies, has an 
irresistible lure to Hollywood producers. 
In Italy .. 
subsidy based upon the box office of his 


the producer receives a 


film. In prosperous West Germany, pri- 


vate money has been plentiful and 


No “war loss”; expropriation occurred 
previously. The war loss provisions of 
the Code permitted deductions without 
proof of the actual time of loss. Tax- 
payer claimed they applied to his in- 
terests, through British corporations, in 
several German corporations. However, 
to qualify as a war loss, the property 
must have been owned on the date that 
the U. 
hensive examination of the German law, 


S. declared war. After a compre- 


the court holds that taxpayer sustained 
the loss during the period when England 
was at war with Germany and prior to 
the U. S. declaration of war in 1941. 
While taxpayer may have had legal title 
to the enterprises in 1941, he had no 
control or ownership in them and hence 
suffered the loss prior to 1941. Sunnen- 
berg, DC N. Y., 5/23/58. 
Panamanian corporation managing 
whaling expedition for U. S. company 
not taxable in U. S. Taxpayer was or- 
ganized in Panama to conduct an expe- 
dition to obtain crude sperm oil for sale 
in the U. S. 
chartering British boats as a Panamanian 


Because of difficulties in 


corporation, it entered into a contract 
with an American company whereby the 
latter chartered the boats and engaged 
taxpayer to proceed to the whaling area, 
catch the whales and produce the oil, all 
on the high seas, for which taxpayer 
would receive all the proceeds from the 
sale of the oil in excess of $25,000. The 
contract stipulated that the American 
company would take title to the oil pro- 
duced, and would deliver it to an Amer- 
ican buyer pursuant to a written con- 
tract. The court finds that the business 
in which taxpayer was engaged was sole- 
ly that of managing the expedition for 
the American company, and its activi- 
ties which produced the income in ques- 
tion took place almost entirely on the 
high seas. The American company, and 
not taxpayer, was the owner and seller 
of the oil in the U. S. Consequently, tax- 
payer was not a “resident foreign corpo- 
ration engaged in trade or business with- 
in the U. S.,” and its profits were not sub- 


cheap. A syndicate of Portuguese, Spanish 
and Greek tycoons reportedly is offering 
financing up to $500,000 per film to 
Hollywood producers who shoot pictures 
in their countries, with one-half the loan 
available in dollars and the remainder in 
the local currency.” w 


ew foreign decisions this month 





ject to U. S. tax. Three judges dissent. 
In reality taxpayer sold the oil in the 
United States. The American corpora- 
tion was merely an agency. Taxpayer 
was therefore a resident corporation en- 
gaged in business in the U. S. and tax- 
able on all its U. S. income. These judges 
would therefore determine how the in- 
come from sales should be allocated be- 
tween U. S. and outside sources. [See 
comment p. 154—Ed.] Spermacet Whal- 
ing & Shipping Co., 30 TC No. 57. 


How British companies operating U. S. 
branches are to compute foreign tax de- 
duction. In Rev. Rul. 55-532 the IRS 
outlined the method of determining the 
amount of deduction allowable to British 
insurance companies (other than life or 
mutual) operating branches in the U. S. 
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for taxes paid to Great Britain upon in- 
come from sources within the U. S. The 
British tax allowable, it was held, is in 
the same ratio to the tax as gross in- 
come from U. S. sources is to total gross 
income. In that ruling the treatment of 
dividends received (against which the 
85%, credit is allowed) and tax-exempt 
interest was specified. The tax-exempt 


income and 85% of the dividends are 


excluded from U. S. gross, but are in- 
cluded in total gross. The IRS points 
out that this rule is not applicable to 
other than the specified insurance com- 
panies. Other taxpayers must include 
100° 


erator. But the tax-exempt income is ex- 


~ dividends received in the num- 


cluded from the numerator since it is 
not gross income from U. S. sources. 
Rev Rul. 55-532 was based on the spe- 
cific sections on insurance company taxa- 
tion. Rev. Rul. 58-310. 


American Samoa an agency of the U. S. 
An American citizen working for the 
Government of American Samoa is con- 
sidered an employee of an agency of the 
U. S., and since the Code denies the for- 
eign-earning exemption to salaries paid 
by the U. S. Government, he is fully tax- 
able. Bell, 30 TC No. 53. 


New miscellaneous decisions this month 





Board and lodging for employer's con- 
venience excludible only if “free of 
charge.” Taxpayers were required to 
live on the premises of their employer 
for their employer’s convenience and to 
pay for their meals and lodging by 
means of a deduction from their salaries. 
Since the meals and lodging were not 
furnished “free of charge,” the court 
holds the amounts paid could not be 
excluded from income nor deducted 
from the basic salaries taxpayers were 
required to report. Wolf, TCM 1958-129. 


$30,000 to widow (89% stockholder) of 
executive a gift. The president of a soap 
company, taxpayer's husband, who 
owned 56% of the common stock, had 
received an annual salary of $30,000. 
Taxpayer, who personally owned 33% 
of the company’s common stock, acted 
as secretary and director, without com- 
pensation. After his death, when she as 
her husband’s heir owned 89% of the 
stock, the board of directors (taxpayer 
not participating) adopted a resolution 
calling for the payment of $30,000 in 18 
monthly installments, from 1951 to 1953, 


to taxpayer in recognition of services 
rendered by the husband. (There was 
no plan or policy requiring such pay- 
ment.) At issue here is the year 1952. 
The district court held that a gift was 
intended in gratitude and appreciation 
for the successful management of the 
corporation, and out of a desire to assist 
the widow. Since the lower court's find- 
ing of a gift was not clearly erroneous, 
this court affirms. Bankston, CA-6, 5/5/ 
58. 


May exercise restricted stock option 
while employee of subsequently pur- 
chased subsidiary. The Code gives spe- 
cial tax treatment to restricted stock 
options only if the individual is an 
employee of the company (or its parent 
or subsidiary) at the time of exercise. 
The IRS is here asked whether an em- 
ployee qualifies if at exercise he is an 
employee of a subsidiary acquired by 
the employer after issuance of the op- 
tion. The IRS holds that such an eim- 
ployee meets the statutory test, which 
is concerned with status at exercise of 
the option only. Rev. Rul. 58-324. 
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Tax pitfalls for related taxpayers: IRS 


has wide powers to disallow, reallocate 


by LOUIS L. MELDMAN 


The Commissioner has wide powers to overrule or rearrange transactions between 


related taxpayers. Tax consequences of this are sometimes disastrous, and such con- 


sequences must always be in mind in planning affairs of related entities. With 


related taxpayers IRS can reallocate income and deductions, can ignore losses aris- 


ing from sales, and restrict effect of transactions between partner and partnership. 


This article examines each danger area in light of current Code and cases and sum- 


marizes present generally accepted guides to safe action. 


Teepe BETWEEN Section 482 of 
the 1954 Code and Mr. Justice Suth- 
erland lies a safe course for the tax man 
advising related interests on how to han- 
dle transactions between themselves to 
avoid tax disaster. Where to fix one’s 
view to achieve a safe, but profitable, 
course is up to the judgment of each 
practitioner. 

Mr. Justice Sutherland said in Greg- 
ory (293 U.S. 465) that “the legal right 
of a taxpayer to decrease the amount of 
what otherwise would be his taxes or 
altogether to avoid them, by means 
which the law permits, cannot be doubt- 
ed.” 

On the other hand, however, Section 
482 says: 

“In any case of two or more organiza- 
tions, trades, or businesses (whether or 
not incorporated, whether or not organ- 
ized in the United States, and whether 
or not affiliated) owned or controlled 
directly or indirectly by the same inter- 
ests, the Secretary or his delegate may 
distribute, apportion, or allocate gross 
income, deductions, credits, or allow- 
ances between or among such organiza- 
tions, trades or businesses, if he deter- 
mines that such distribution, apportion- 
ment, or allocation is necessary in order 
to prevent evasion of taxes or clearly to 
reflect the income of any of such organ- 
izations, trades or businesses.” 

This section, which has been in effect 
in substantially its present form since 


1928, confers broad powers upon the 
Commissioner to take corrective action 
in carrying out Treasury Regulations 
118, Section 39.45-1, which states that: 

“Transactions between one controlled 
taxpayer and another will be subjected 
to special scrutiny to ascertain whether 
the common control is being used to re- 
duce, avoid or escape taxes.” 


Limitations on exercise of authority 


For the Commissioner to be able to 
exercise his authority under this statute, 
certain conditions are necessary. First, 
there must be two or more organizations, 
trades or businesses owned or controlled 
by the same interests. Second, the Com- 
missioner must determine that an allo- 
cation is necessary in order to prevent 
tax evasion or clearly reflect income. 
However, there are certain limitations 
to the Commissioner’s authority. Even 
if the necessary conditions exist, the 
Commissioner can only distribute, ap- 
portion or allocate items of gross income 
or deductions among members of a con- 
trolled group. The Commissioner can- 
not create income where none exists. In 
Tennessee-Arkansas Gravel Co., 112 F.2d 
508, a corporation rented equipment in 
1933 at $1,000 per month to a related 
corporation which had losses in 1933. 
Then in 1934 the lessor corporation 
agreed not to charge the rent. The Com- 
missioner added $1,000 per month to 
the income of petitioner (lessor) corpo- 


ration. The court held that the Com- 
missioner was wrong; it was improper 
for him to create income where none 
existed. In Smith-Bridgman & Co., 16 
TC 287, a subsidiary loaned money to 
a parent corporation without interest. 
The Commissioner required the subsid- 
iary to accrue interest income at 4%. 
The Tax Court held that the Commis- 
sioner improperly created income where 
none existed. 

A further limitation as to the Com- 
missioner’s authority is in connection 
with the consolidation of income of sep- 
arate taxpayers. He cannot consolidate 
net income of separate (though related) 
taxpayers if their businesses are, in fact, 
separately conducted without improper 
shifting of income. See Seminole Flavor 
Co., 4 TC 1215 in which stockholders 
formed a partnership to sell flavor ex- 
tract manufactured by the petitioner 
corporation. The court held that, inas- 
much as all of the transactions were 
bona fide and at arm’s length, there 
could be no consolidation of income. 

For the Commissioner to exercise his 
authority under this section of the stat- 
ute, there must be ownership or control 
of the organizations, trades or businesses 
by the same interests. The term “organi- 
zation” as defined under Regulations 
118, Sect. 39.45 includes the following: 
(a) sole proprietorship, (b) partnership, 
(c) corporation, (d) trust or estate, and 
(e) any organization of any kind. Fur- 
thermore, for the exercise of such au- 
thority by the Commissioner, the two or 
more business entities must be “owned 
or controlled directly or indirectly by 
the same interests.”” Regulations 118, 
Sect. 39.45 states: 

“3. The term ‘controlled’ includes any 
kind of control, indirect, 
whether legally enforceable, and how- 


direct or 


ever exercisable or exercised. It is the 
reality of the control which is decisive, 
not its form or the mode of its exercise. 
A presumption of control arises if in- 
come or deductions have been arbitrar- 
ily shifted.” 

The courts have, in a few instances, 
made a more narrow construction of the 
statute than that set forth in the Regu- 
lations. In The Lake Erie and Pitts- 
burg Railway Company, 5 TC 558 Acq. 
(CB 1945, 5) there were two railroad 
corporations with a different set of stock- 
holders for each group. Each owned 50% 
of the stock of a third corporation. The 
Tax Court held that neither group of 
stockholders had control of the third 
corporation, although together the two 
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sets of siockholders did have control. 
The court there stated: 

“However, it cannot be said, where a 
corporation is controlled by two corpora- 
tions having different sets of stockhold- 
ers that such corporation is controlled 
by the same interests.” 

Identity of control may exist by fam- 
ily groups even though specific individ- 
uals, trusts or partnerships are not the 
same. See Grenada Industries, Inc., 17 
CC 231, Aff'd. 202 F.2d 873, Cert. den. 

16 U.S. 819; Friedlander Company, 25 
rc 70. 


Common control is not enough 


The mere existence of common con- 
trol is not enough to justify application 
of Section 482 of the Code. In addition 
there must be a distortion of income. 
This section can be used by the Com- 
missioner only to the extent necessary in 
order to correct any distortion. This sec- 


tion cannot be applied if the dealings 


re bona fide—at “arm’s length”—and 
the activities of the businesses are separ- 
ate and distinct. Regulations 118, Sect. 
39.45-1(6) provides: 

‘The term ‘true net income’ means, 
in the case of a controlled taxpayer, the 
net income which would have re- 
sulted to the controlled taxpayer, had it 
in the conduct of its affairs .. . dealt 
with the other member or members of 
the group at arm’s length.” 

\ny transfer made to a controlled 
taxpayer must be at “fair market value.” 
In Friedlander, supra, the inventory 
sold by a corporation to a related part- 
nership did not result in a distortion of 
income because it was at “full fair val- 
ue.” 

{dvance Machinery Exchange, Inc., 
196 F.2d 1006, Cert. den. 344 U.S. 835, 
is a good example of the exercise of the 
Commissioner’s authority under Section 
{5 of the 1939 Code. The corporation 
dealt in used machinery; the principal 
stockholder was in the same business, as 
were two other similar corporations 
owned by the principal stockholder and 
his sons. All did business with the same 
customers and had the same location. 
\t the end of the year the sales were 


allocated among the various corpora- 


Lous L. 


CPA in Milwaukee, chairman of the 


Meldman is an attorney and 


Wisconsin State Bar Taxation Com- 
mittee, and tax instructor at Marquette 
University Commerce School. This article 
is based on a talk which he gave at the 
1957 Marquette Tax Institute.] 
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tions and the individual. There was no 
separation of records or business func- 
tions; the court properly held that all 
of the income was properly taxable to 
the principal corporation under Section 
45 (1939). In Chelsea Products, Inc., 197 
F.2d 620, the Commissioner was unsuc- 
cessful. In that case the stockholders of 
a fan manufacturer created three separ- 
ate sales companies, each for a different 
territory. Separate corporations were or- 
ganized, but all of the corporations used 
the office space of the principal manu- 
facturing company. The court held that 
the Commissioner erroneously exercised 
his authority under Section 45 and 
found that the corporations were formed 
for good business reasons, had separate 
business functions and that transactions 
were bona fide and at arm’s length. The 
income, therefore, from the sales com- 
panies could not be taxed to the manu- 
facturing company. Similarly, in Semin- 
ole Flavor Co., supra, a corporation the 
stockholders of which formed a sales 
partnership the sales of which were bona 
fide could not be taxed for the sales 
made by the partnership. See also: Buf- 
falo Meter Co., 10 TC 83 and articles in 
Taxes Magazine, January 1951, page 13; 
September 1957, page 652. In Asiatic 
Petroleum Co. Lid., 31 BTA 1152 aff. 
79 F.2d 234, Cert. den. 296 U.S. 645, 
corporation A owned stock costing $4,- 
000,000 and worth $7,000,000. In order 
to escape taxation on the potential gain 
of $3,000,000, it sold stock at cost to for- 
eign corporation B. Foreign corporation 
B immediately sold stock to third corpo- 
ration C for $7,000,000 and claimed im- 
munity on the ground that the sale took 
place outside of the U. S. All three cor- 
porations were owned by the same inter- 
ests. Obviously corporation A would not 
have sold stock worth $7,000,000 for $4,- 
000,000 to a stranger as it did to its affi- 
liate. The court properly held that these 
were not bona fide, arm’s length trans- 
actions and that the Commissioner prop- 
erly allocated $3,000,000 profits to cor- 
poration A. In Raymond Pearson Motor 
Co., 246 F.2d 509, two incorporated au- 
tomobile agencies contracted with a 
partnership (consisting of stockholders) 
for the handling of installment notes 
and papers. The partnership transferred 
its paper to finance companies, which 
later made refunds to the partnership 
from dealers’ reserve accounts. The Com- 
missioner and the Tax Court held that 
the income received by the partnership 
was taxable to the corporations. The 
circuit court of appeals held that Section 


45 was not applicable. Even though 
there was common ownership and con- 
trol, there was no sham in any of the 
transactions and all were bona fide. Fur- 
thermore, the activities of the controlled 
enterprises were separate and distinct. 
Therefore, the Commissioner had no au- 
thority to reallocate the income. 


Taxpayer cannot compel application 


It is important to keep in mind that 
Section 482 grants the discretion only to 
the Commissioner. A taxpayer cannot 
require the Commissioner to apply the 
provisions of this law. See First Securi- 
ties Corp., 103 F.2d 1011. 


Summary 


In summary it can be stated that Sec- 
tion 482 of the Code can be applied by 
the Commissioner: 

1. To prevent tax avoidance between 
controlled interests. 

2. To reflect clearly the correct in- 
come where there is a distortion of in- 
come between controlled interests and 
only to the extent necessary to correct 
such distortion. 

3. He can redistribute income be- 
tween controlled interests where activi- 
ties of the businesses are not separate 
and distinct and originate from the same 
customers. 

4. He cannot create income where 
none exists. 

5. He cannot consolidate income of 
bona fide separate entities where there 
is no improper shifting of income (even 
between controlled interests). 

6. He cannot disturb dealings be- 
tween controlled interests that are bona 
fide, at arm’s length and at “fair mar- 
ket values.” 


Losses between related interests 


Losses from a sale or exchange are 
proper deductions in arriving at taxable 
income. A taxpayer may even make a 
sale for the sole purpose of establishing 
a loss. In order to be entitled to a deduc- 
tion, however, such loss must be bona 
fide. 

Losses between “related interests’ are 
non-deductible. The reason behind this 
rule (Section 267 of the 1954 Code; Sec- 
tion 24(b)(1) of the 1939 Code) is that 
such losses usually are not losses in fact 
or substance. This rule applies to sales 
or exchanges of property between re- 
lated interests (as defined in Section 267), 
whether made directly or indirectly, ex- 
cepting losses resulting from distribu- 
tion made in a corporate liquidation. 
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The nature of the sale or exchange is 
immaterial. Even though the loss results 
from bona fide sale for adequate consid- 
eration, between related taxpayers such 
deductible. In Jordon C. 
BTA 624, aff'd. 138 F.2d 
(418), the taxpayer sold a tire retreading 


loss is not 


Skinner, 47 


plant to a brother below cost for $6,500. 
The price was more than anyone else 
would pay. Nevertheless, the loss was not 
deductible because the sale was made 
between related persons. 

An indirect sale between related inter- 
ests resulting in a loss does not change 
the situation. In McWilliams, 331 U.S. 
694, a husband sold listed stock through 
a broker. The wife then purchased the 
same type of stock at the same time. The 
court held that the loss was not deduct- 
held that the 
didn’t buy the identical 


ible. It was immaterial 


wife shares 
which the husband had sold. 

The taxpayer, however, must report 
gains on a sale to a related taxpayer 
even though there may be unallowable 
losses incurred in the same transaction. 


See Jacob M. Kaplan, 21 TC 134. 


Basis to purchaser 


Even though the loss is disallowed to 
the seller under Section 267 of the Code, 
such disallowance has no effect on the 
basis to the purchaser. In some instances 
a disallowed loss may be tacked on to 
the basis of other property. For example, 
in the case of a “wash sale,” the disal- 
lowed loss is added to the new basis of 
the acquired stock. Under Section 267, 
however, the basis to the transferee is 
the actual cost even if the loss is disal- 
Jowed. For example: A’s stock cost 
$3,000. A sells to brother B for $2,000. 
The $1,000 loss is disallowed. The basis 
to B is $2,000. B then sells to a stranger 
for $1,900. B has a loss of $100. 

Section 267(d) of the Code provides a 
special rule for gain by the transferee. 
If the original transferee sells property 
at a gain, the gain is reduced by the dis- 
allowed loss. For example: 

B above sells stock for $5,000. 


Selling price 5,000 

Basis 2,000 

Gain 3,000 

Disallowed loss 1,000 

Reportable gain 2,000 
OR 

Selling price 5,000 

Basis 2,000 

Loss 1,000 3,000 

Reportable gain 2,000 
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It is to be noted that the relief provision 
under Section 267(d) applies only to the 
original transferee. 


Sales of depreciable property 
1239 of the 
originally enacted as Section 117(0) of 
the 1939 Code. The 
statute is to prevent sales of depreciable 


Section 1954 Code was 


purpose of this 


property to related interests at capital 
gains while the purchaser gets increased 
benefits of depreciation against ordinary 
income. Under this statute capital gain 
benefits are denied to a transferor of de 
preciable property between related in- 
terests. 

This statute applies to sales and ex- 
changes made directly or indirectly; 
between husband and wife; or between 
an individual and his corporation if he, 
his spouse and minor children or grand- 
children own more than 80% of the 
stock. It is to be noted that the rules of 
relationship are not the same as under 
Section 267 of the Code. This statute 
affects only property subject to deprecia- 
tion and would not apply to the sale of 
land. Furthermore, the statute does not 
distribution 


apply to a in complete 


liquidation of a corporation for the 
reason that such a transferor of prop- 
erty (the corporation) does not realize 
gain. 

\ partner who engages in a_ trans- 
action with the partnership, other than 
in his capacity as a partner, is treated 
as though he were an outsider. A part- 
ner who sells assets to the partnership 
may be taxable on the entire gain or 
may be able to deduct the entire loss. 
For example: A, B and C are equal part- 
ners. A sells to the partnership certain 
land at a gain of $6,000. The entire 
$6,000 is recognized even though A is 
4 partner. 

There are special rules, however, in 
connection with losses under Section 
707(b)(1). A loss is 
partner has more than a 50% interest 


disallowed if a 
directly or indirectly in the capital or 


profits of the partnership. Furthermore, 
a loss is disallowed if the sale is between 


Mills group proposes 


two partnerships where the same persons 


own more than 50% of capital or profits 
directly or indirectly. 


In such case where the loss is dis- 


allowed, nevertheless, the basis to the 
purchaser is not affected except as to an 
original transferee who sells at a gain. 
In such a situation the gain is reduced 
by the disallowed loss. This is similar to 
the rule under Section 267(d) regarding 
special rule for gain by transferee where 
there is a disallowed loss resulting from a 
sale to related interests. 

Section 707(b)(2) of the Code provides 
a special rule on capital gains in con- 
nection with partnership transactions 
similar to the rules affecting related in- 
terests under Section 1239 of the Code. 
Capital gain treatment is denied where 
property is not a capital asset in the 
hands of the transferee on the following 
transactions: (a) between partnership 
and partner owning directly or indirect- 
ly more than 80% interest in capital or 
profits and (b) between two partnerships 
where the same persons own directly or 
indirectly more than 80% interest in 
capital or profits. The law was enacted 
so as to Close a loophole whereby a con- 
trolling partner would transfer de- 
preciable business property to a partner- 
ship and get capital gain and the part- 
nership would get full benefit of depre- 
ciation. 


Conclusion 

In order to prevent the application 
of Section 482 of the Code by the Com- 
missioner, all transactions between con- 
trolled business entities should be bona 
fide and at arm’s length. Furthermore, 
all such transactions should be properly 
itemized and recorded separately by 
each business entity. Whenever sales are 
to be made at a loss, care should be 
exercised so that the purchaser is not 
related either directly or indirectly to 
the seller. And finally, caution is re- 
quired in the sale of depreciable prop- 
erty to certain related interests, for 
capital gain bers! ts are no longer avail- 
able to the transferor. 


to tax charitable 


contributions of Section 306 stock 


; yor INCREASE IN VALUE of preferred 
stock donated to charity under Sec- 

306 of the 
taxable to the donor as ordinary income. 


tion 1954 Code should be 


This is the surprising recommendation 


made in the Mills Advisory Group Re- 
port on Subchapter C. 


In the last issue of the Journal sev- 
eral tax men commented in the Sym- 
posium on that part of the report cover- 
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eg Sections 302 to 305. The Symposium 
stopped at Section 305 because your edi- 
tor wished to reserve his own comment 

the Section 306 recommendation. 

This one is indeed unique. Seldom do 
we find a group of tax practitioners 
recommending reversal of a ruling that 
is favorable to taxpayers generally, yet 
that is the unusual situation that seem- 
ingly is presented by this recommenda- 
tion. 

\ year ago we commented (7JTAX 
133) on the then recent and refreshing 
Rev. Rul. 57-328: 

{n intriguing question has been 
answered finally and officially for estate 
planners and corporate tax men: Is it 
safe to distribute as a non-taxable divi- 
dend preferred stock which is within 
the scope of Section 306, and then make 
. charitable contribution of that pre- 
ferred stock? The tax benefits from this 
technique are plain enough. The com- 
mon stockholder can retain his control 
und yet secure (without any direct cost 
to him) a valuable charitable deduction. 
But the feature of the plan that troubled 
some tax men arose from the phrase in 
Section 306: ‘If a shareholder sells or 
otherwise disposes of Section 306 stock 

the amount realized shall be treated 
as ordinary income.’ However, the IRS 
has now ruled, and we think correctly, 
that such a contribution of Section 306 
stock does not result in the realization 
of any income to the donor. (Rev. Rul. 
57-328, IRB 1957-28.)” 

In arriving at its sensible conclusion, 
the Service referred to and relied on a 
line of cases and rulings under the 1939 
Code which bad vigorously established 
the principle that a charitable gift of 
appreciated property does not result in 
the realization of taxable income to the 
donor, and cited David C. White v. 
Broderick, 104 F. Supp. 213; Campbell 
v. Prothro, 209 F.2d 331; and Rev. Rul. 
55-138, C.B. 1955-1, 223. 

\ basic feature of the ruling was that 
there was no prearrangement for the 
sale by the foundation of the preferred 
stock or for its subsequent redemption. 
rhis was vital to the ruling inasmuch as 
the Service also specifically held that in 
the event of a “subsequent, sale by the 
stock 
donated to it by the shareholder, there 


foundation of the preferred 
will be no realization of income by the 
donating shareholder as the result of 
such sale.” 

In light of this background, the pro- 
posed recommendation of the Mills Ad- 
visory Group of a legislative reversal of 


Rev. Rul. 57-328 has created consider- 
able surprise and a sizable amount of 
misgiving among many tax men who 
tend toward the view that the recom- 
mendation is unrealistic and inconsistent 
with long-established tax rules. 

The direct effect of the proposed 
amendment of the Mills Subchapter C 
Group is to reduce the amount of deduc- 
tion for a charitable contribution of Sec- 
tion 306 stock by the amount of gain 
which would have been realized as or- 
dinary income by the donor if he had 
sold the stock. Thus, the proposed legis- 
lation would indulge in the delightful 
fiction of a constructive sale in order to 
create income where none exists. 

We understand that, while the mem- 
bers of the Subchapter C Committee of 
the American Bar Association Taxation 
Section are not unanimous in their views 
on the Section 306 proposal, they never- 
theless have indicated their preliminary 
recommendation that the amendment 
not be enacted by Congress. We antici- 
pate that, by the time this comment is 
published, the American Bar Association 
may have taken a formal position on the 
proposal. 

Several of the tax men with whom 
we have discussed the recommendation 
have observed that there is no real or 
valid distinction in their minds between 
a contribution of Section 306 stock and 
any other stock or property which has 
appreciated in value, at least with respect 
to charitable contributions. Thus, they 
adhere to the obvious—that the fair 
market value of the preferred stock or 
other property is plainly deductible as 
a charitable contribution and that no 
gain or loss can be realized from the 
mere act of making the charitable gift. If 
legislation is enacted to create income 
out of such a transaction, who knows 
how far such fictions may spread their 
supernatural and illogical wings? 

In the September 1957 comment on 
the ruling, we recommended both re- 
straint and caution with respect to any 
subsequent tax-free disposition of the 
preferred stock by the charity. The rul- 
ing had stressed the fact that there was 
no “prearrangement” and, hence, there 
seems to be ample protection and safe- 
guard to the revenue in the “no pre- 
arrangement” restriction. If such a pre- 
arrangement for subsequent sale or re- 
demption does exist at the time of the 
charitable contribution, then such a tax- 
payer should plainly face the conse- 
quences of his tax-tainted planning. 

It is apparent that the recommenda- 
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tion of the Mills Group, whether or not 
adopted by Congress, will tend to cast 
a shadow over all gifts of Section 306 
stock and without legislation may very 
well result in the reversal of a very 
sensible and salutary ruling. ’ 


New ruling clarifies 
redemptions during probate 


MANY REDEMPTIONS under Section 302, 
especially of the disproportionate or the 
complete termination type, have been 
prevented because of uncertainties as to 
the constructive ownership rules under 
Section 318. Under Section 318(a)(2) of 
the Code, stock owned by an estate is 
considered owned proportionately by its 
beneficiaries. Thus, a highly necessary 
disproportionate redemption or com- 
plete termination may become hazard- 
ous, or even impossible, because of this 
constructive ownership by the  bene- 
ficiary of a proportionate part of the 
stock owned by the estate. 

Here is a sample of the typical situa- 
tion which may create grave dividend 
consequences from a redemption made 
during probate. A son owned 20 shares 
of Brown, Inc. and, under the will of his 
father, was to receive one-half of the 
gross estate. Among the assets of the 
estate in probate were 180 shares of 
Brown, Inc., and the total shares out- 
standing were 200. The executors had 
the discretion under the father’s will to 
distribute the stock to the residuary 
trusts for his children, and it was the 
father’s expressed desire that the stock 
be distributed in their discretion to the 
trusts. 

Prior to Rev. Rul. 58-111 (1958-12 
I.R.B., page 9), since the time for de- 
termining constructive ownership was 
uncertain (e.g., date of death or date of 
redemption), a disproportionate redemp- 
tion of the son’s share would have been 
highly hazardous. This was because it 
could have been argued that he owned 
20 plus 90 constructively (50% of 180), 
or a total of 110 shares, and a redemp- 
tion of 20 did not satisfy either the 20° 
reduction test or possibly the less than 
50% control test under Section 302(b)(2) 
of the Code. We will assume a complete 
termination was not feasible because the 
son intended to stay on as an employee, 
or for other technical reasons. 

Thus, while pending probate redemp- 
tions were formerly often dangerous or 
impossible because of adverse tax con- 
sequences to the redeeming shareholder, 
the door has now been sprung open a bit 
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by Rev. 
lished by the adoption of the simple 


Rul. 58-111. This is accomp- 


rule that the beneficiary's proportionate 
interest in an estate is to be measured 
at the date of redemption. The ruling 
also recognizes that a person can cease 
to be a beneficiary even though the 
estate continues in existence, as by ad- 
vance distributions. Partial distributions 
to the beneficiaries are also taken into 
account in arriving at the proportionate 
interest on the redemption date. 

Thus, in our assumed illustration, the 
disproportionate redemption of the son’s 
stock could readily be accomplished be- 
fore closing the estate, by the executors’ 
making an appropriate distribution of 
assets prior to the redemption. Under 
their broad discretionary power, the ex- 
ecutors could distribute the entire 180 
shares of Brown, Inc. stock to the resid- 


uary trusts and thereby eliminate any 


September 1958 


problem of constructive ownership in 
the son. In the alternative, they perhaps 
could make an advance distribution to 
the trusts of enough shares to assure his 
compliance with the 20% and 50% 
tests. A further possibility would be a 
distribution to the son of his 50% of the 
estate, which would completely termi- 
nate the son’s interest in the estate and 
particularly in the stock owned by the 
estate. 

is indicated. Dis- 
tributions to beneficiaries prior to wind- 


A note of caution 
ing up of the estate can occasionally 
create problems. Moreover, some wills 
or state statutes may not give the execu- 
tors the requisite discretion as to divi- 
sion or advance distribution of assets. 
Accordingly, a decision on the redemp- 
tion must be made in light of careful 
consideration of the feasibility of mak- 
ing the distribution by the estate. : 





Advances to subsidiary deemed capital 


contributions. Funds advanced by a cor- 
poration to its 100%-owned subsidiary 
over a period of approximately 20 years 
to enable it to meet its operating ex- 
penses are held to be capital contribu- 
tions which could not be deducted as a 
debt. Hoguet Real Estate 
Corp., 30 TC No. 55. 


worthless 


Debenture interest deductible; not thin 
corporation. A partnership transferred 
its real estate to one corporation and its 
operating assets to another. Each corpo- 


book 


value of the assets as stock and the bal- 


ration issued about 25% of the 
ance in securities. Furthermore, the mar- 
ket value of the book 


value. The operating corporation issued 


assets exceeded 


debentures and the real estate corpo- 
ration, mortgage bonds. The court finds 
that the corporations were adequately 
capitalized and that the partners in- 
tended to become creditors rather than 
risking their entire investment as capital. 
The indebtedness is thus recognized for 
and 
trustee’s fees paid are deductible. Do- 
minion Oil Co., Dennis Corp., DC Va., 


6/18/58. 


tax purposes and the _ interest 


“Interest” allowed even though corpora- 
tion was “thinly incorporated.” Although 
a disproportionately high debt-to-equity 
ratio existed at incorporation ($400,000 
in bonds to $1,050 in stock), the court 
finds on the facts the debt was bona fide 


and allows the deduction for interest. It 
notes that the bonds had a comparative- 
ly early due date and were in fact paid 
off even prior to maturity. Furthermore, 
there was a substantial disproportionate 
ratio between ownership of stock and 
bonds by parties completely unrelated. 
Leach Corp., 30 TC No. 54. On the 
other hand, a family corporation whose 
structure consisted of stock and deben- 
tures issued originally in equal amounts 
to the six stockholders at a time when 
the face value of the debentures was con- 
siderably in excess of the net value of 
the property received is denied an in- 
terest deduction on the ground that the 
debentures represent equity capital. 
Hoguet Real Estate Corp., 30 TC No. 


55. 


idvances to corporation a non-business 
bad debt. Taxpayer-attorney suffered a 
loss on his loan to a corporation in which 
He was also re- 
quired to make payment on his guaranty 


he was a stockholder. 


of the note of another corporation. Both 
losses were held by the Tax Court de- 
ductible only as non-business bad debts. 
Taxpayer failed to show that he was in 
the business of lending money or financ- 
ing corporations. This 
Acker, CA-6, 6/15/58 


court affirms. 


stockholder’s debt is 
dividend. Taxpayer, who owned sub- 


Cancellation of 


stantially all the stock of a corporation, 
agreed on February 10, 1948 to sell the 


stock for $4 million minus net current 
liabilities as shown on the books on 
February 28, 1948. Some time between 
those dates, the corporation canceled 
taxpayer's debt to it of about $34,000. 
The corporation and taxpayer originally 
treated the cancellation as a dividend. 
Taxpayer here argued that the can- 
cellation resulted merely in a decrease of 
his sale price for the stock; the result was 
the same as if he had received a larger 
price (because the account was still a 
current asset of the corporation) and 
then had paid the debt. Thus he argued 
that the forgiveness was part of the pur- 
chase price of the stock and as such was 
capital gain. This was the result the Tax 


Court reached in 20 TC 505, but the 
Fifth Circuit remanded to determine the 


The 
then found it occurred before February 
29, while 


date of cancellation. Tax Court 


taxpayer was a_ stockholder; 
therefore it was a dividend nor could the 
cancellation qualify as a distribution 
from a depletion reserve because there 
were sufficient earnings and profits in 
the taxable year to cover the amount of 
the canceled debt. This 
Wilson, Jr., CA-5, 5/29/58. 


court affirms. 


Surtax exemption after sale to sub- 
sidiary and leaseback disallowed. An 
affliated corporation transferred real 
estate to taxpayer corporation and leased 
it back. 


purpose of the sale and leaseback was 


Taxpayer contended that the 


to relieve the tight financial condition 
of the operating company. However. the 
court holds taxpayer has failed to carry 
the burden of proof that tax avoidance 
was not a major purpose of the trans- 
action. No evidence was introduced to 
show to what extent tax considerations 
influenced the decision to transfer prop- 
erty to taxpayer. The surtax exemption 
on the first $25,000 of taxpayer’s income 
is disallowed. Central Valley 

ment Corp., DC Calif., 6/20/58. 


Manage- 


Redemption of preferred, held by com- 
mon stockholders, a dividend (Old Law). 
Taxpayer originally owned half the com- 
mon stock of a Ford agency; the other 
half was held by the owner of all the pre- 
ferred. Two years after the agency re- 
that 
taxpayer own half of all the stock. He 


ceived its franchise, Ford insisted 
therefore purchased half the preferred, 
but the payment was to be made out of 
income from the preferred. Three years 
later, in 1950, the corporation redeemed 
all the preferred and the Commissioner 
taxed it as a dividend. The court agrees. 
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First, taxpayer was the owner of half 
the stock, despite the limitation on 
sources from which payment could be 
demanded. Second, the redemption was 
substantially equivalent to a dividend; 
there was no contraction of the business, 
the company had earnings and profits to 
cover the payment and there was no 
business purpose for the redemption. 
The 1954 Code not only provides spe- 
cific rules exempting certain redemptions 
from dividend treatment; it also con- 
tains the general exemption similar to 
that in the 1939 Code for redemptions 
not substantially equivalent to a divi- 
dend.—Ed.] Stolz, 30 TC No. 49. 


Stockholder has non-business debt on 
loan to his corporation. Since 1930, tax- 
payer had been a distributor of film and 
audio visual equipment. However, the 
lax Court found his loans to the three 
corporations through which he carried 
on the film business did not amount to 
the business of being a financier. Losses 
incurred when he had to pay bank loans 
of one corporation he had guaranteed 
are therefore non-business, treated by 
law as short-term capital loss. Since the 
lax Court’s findings are not clearly 
erroneous, this Holtz, 
CA-9, 6/12/58. 


court affirms. 


Corporate advances deductible as non- 
business bad debt. Taxpayer's activities 
during 21 years in making loans to three 
individuals and to five corporations in 
which he was a stockholder are found 
not extensive enough to establish the 
existence in 1953 of a separate business 
of loaning money and financing enter- 
prises. His advances to one of the corpo- 
rations, upon becoming worthless, could 
be deducted only as a non-business bad 


debt Vooney, TCM 1958-1 16. 


Reorganization taxable; plan fails to 
meet “solely for voting stock” test. Tax- 
payer corporation transferred shares of 
its voting stock to a 79.9% controlled 
subsidiary in exchange for all of the sub- 
sidiary’s property. The subsidiary then 
liquidated, and as part of the liquidat- 
ing distribution, taxpayer received back 
shares of its own stock upon surrender 
of the subsidiary stock. The court treats 
the two steps as a single integrated trans- 
action with the result that taxpayer did 
not acquire all of the subsidiary proper- 
ties solely in exchange for voting stock. 
It follows that there was not a non-tax- 
able reorganization under section 112(g) 


(1)(C) of the 1939 Code. Furthermore, 
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since taxpayer did not own prior to the 
liquidation more than 79.9% of the sub- 
sidiary’s voting stock (having failed to 
prove that it had any rights to addition- 
al shares to which employees were en- 
titled under stock-purchase agreements), 
there was not a non-taxable liquidation 
of an 80% subsidiary under 112(b)(6). 
Bausch & Lomb Optical Co., 30 TC No. 
56. 


Stockholders’ rent for corporate property 
fair; its use not a dividend to them. 'Tax- 
payer corporation had spent about $370,- 
000 to acquire and furnish a country 
home. The court finds that, during the 
years at issue, it was not used for en- 
tertaining customers or other business 
purpose. Its function then was as a vaca- 
tion home for the stockholders and their 
families. The court allowed the corpo- 
ration no deductions for depreciation or 
maintenance. However, the value of the 
use was not a dividend to the stock- 
holders; the rent they paid (about $1,200 
a month for the summer months) was 
fair. International Trading Co., TCM 
1958-104. 


“Sale” of land to controlled corporation 
held a tax-free exchange for stock. Tax- 
payer corporation was organized by three 
partners who owned Florida real estate 
that had cost them about $69,000. The 
corporation argued that it purchased the 
property for $250,000, its then fair value, 
for a down payment and _ installment 
notes. The Commissioner argued that in 
substance the property was transferred 
to the corporation for stock and that the 
taxpayers’ basis for it was the $69,000 
basis of the stockholders. The court 
agrees. It notes that the corporation 
was organized to develop the property 
by expensive dredging operations, that 
it immediately borrowed large sums on 
mortgages and that the subsequent fail- 
ure to pay any installments on the 
stockholders’ notes could not have been 
unforeseen. The transactions amounted 
to a tax-free transfer for stock and tax- 
payer has the lower basis. Aqualane 
Shores, Inc., 30 TC No. 48. 


Shifts of control part of reorganization; 
increase in basis. Taxpayer argued that 
the transaction in which it acquired its 
assets was not a tax-free reorganization 
and, therefore, it had a basis for them 
equal to fair market value at receipt, 
not the lower basis of its predecessor. It 
claimed that the step transactions to be 
considered part of the reorganization 


should begin with the acquisition of 
75% of the predecessor’s shares by new 
stockholders. If this acquisition is treated 
as the first step in the reorganization, 
control was not maintained and the ex- 
changes are taxable. The court previous- 
ly held (27 TC No. 60) that the tax- 
payer failed to prove that the capital 
changes were contemplated at that time. 
Now, upon rehearing and the presenta- 
tion of additional evidence, it concludes 
that all the changes were merely steps 
in one plan and the reorganization 
began with the acquisition of the prede- 
cessor’s stock by the new corporate 
stockholder and included as its final 
step the transfer by that stockholder of 
its shares in taxpayer to a voting trust 
and the distribution of the voting trust 
certificates to its own stockholders, thus 
shifting control from itself to its stock- 
holders. Southwell Combing Co., 30 TC 
No. 45. 


Cost of stock sold includes worthless 
corporate account purchased under guar- 
anty. Upon sale of the stock in their 
family corporation, taxpayers guaranteed 
the accounts receivable of the corpora- 
tion. In fulfillment of the guaranty, they 
bought at face value an account receiv- 
able from a member of the family. 
Though the commissioner argued that 
no real attempt had been made to col- 
lect the receivable, the court allows the 
payment as an additional cost of the 
stock. In effect the purchase of the ac- 
count was an advance to the corporation 
which, in these family corporation cases, 
is generally held to be a capital contri- 
bution and additional cost of stock. Jn- 
ternational Trading Co., TCM 1958-104. 


Jury finds no surtax avoidance purpose. 
Taxpayer's parent split its manufactur- 
ing and sales functions by transferring 
its manufacturing facilities to taxpayer, 
a new subsidiary. Taxpayer alleged its 
purposes were to reduce excise taxes, 
spread the business risks and reach new 
classes of customers. On the issue of 
whether securing a second surtax exemp- 
tion was a major purpose of the trans- 
action (if so the second exemption would 
be denied), a jury held for the taxpayer. 
Contract Battery Mfg. Co., DC Fila., 
3/12/58. 


Stockholder reimbursing corporation for 
his legal expense loses deduction. A legal 
fee for tax services incurred by a cash- 
basis taxpayer in 1947 was paid in that 
year by his controlled corporation. In 
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1950, after the deduction had been dis- 
allowed to the corporation, taxpayer re- 
imbursed the corporation and sought to 
take the deduction on his individual re- 
turn. The Commissioner’s disallowance 
of the claimed deduction for 1950 is 
sustained. Payment to the corporation in 
1950 cannot be considered payment of 
the legal fee. The original payment by 
the corporation may be regarded as a 
loan or perhaps a dividend; the 1950 
payment would then be either repay- 
ment of a loan or contribution to capi- 
tal. Segall, 30 TC No. 71. 


Section 112(b)(7) election cannot be 
withdrawn. Taxpayers filed the necessary 
elections for a Section 112(b)(7) liquida- 
tion in 1952. Under that provision there 
would be no tax on unrealized appre- 
ciation of corporate assets, but stock- 
holders’ gain on liquidation would be 
ordinary to the extent of accumulated 
earnings and profit. Thereafter, in 1955, 
they attempted to revoke their elections 
on the grounds (1) the elections were 
untimely; (2) the elections were based 
on a mistake in that the accumulated 
earnings were far larger than the compu- 
tation made at the election showed. The 
court finds the elections were timely and 
holds taxpayers are bound by them. 
Shull, 30 TC No. 82. 


Stockholder’s loss on payment of liqui- 
dated corporation’s tax is capital. As 
transferees, taxpayers paid a corporate- 
tax liability which resulted from the dis- 
allowance of a portion of the salaries 
paid taxpayers as officers. Taxpayers con- 
tended that they were entitled to deduct 
the transferee liability as an ordinary, 
rather than a capital loss, because in 
effect they remitted part of their salaries 
when they paid the liquidated corpora- 
tion’s liability. Pointing out that tax- 
payers were under no legal obligation to 
repay the excessive salaries, the Tax 
Court held the amounts paid as trans- 
ferees, including preliquidation interest, 
were part of the capital loss on liquida- 
tion. This court affirms. Ewing, CA-6, 
4/10/58. 


70% of corporate profits for officers’ 
compensation unreasonable. During the 
war years the two principal stockholders 
of a corporation engaged in selling buses 
each received 35% of the net profits of 
the corporation pursuant to action by 
the board so fixing their salaries. The 
court finds their services did not justify 
anything like 70% of the net profits, and 
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determines a much lesser sum as reason- 
able compensation. Wagner, TCM 1958- 
Lk. 


No 102 surtax though stock was re- 
deemed. ‘Two families each owned in 
total 50% of taxpayer. As a result of a 
serious dispute between them, taxpayer 
corporation purchased the 50% interest 
of two stockholders for $250,000. The 
Commissioner argued that, since the 
corporate accumulated earnings were 
used to purchase the stock, it follows 
that the money was not needed in the 
business and was unreasonably accumu- 
lated for the purpose of preventing sur- 
tax upon its stockholders. After con- 
sideration of the record as a whole, the 
court disagrees and finds the earnings 
were accumulated because of the needs 
of the business, and not unreasonably 
so; i.e., the company had plans for ex- 
pansion and increased working capital. 
The quarrel arose suddenly and it was 
deemed wiser to use the funds to buy 
out one family than to expand a dead- 
locked business. Penn Needle Art Co., 
T'CM 1958-99. 


Optionees to purchase finance company 
stock not “shareholders” for PHC. The 
Code excludes from personal holding 
company status certain finance com- 
panies if business expenses other than 
salaries to shareholders exceed 15% of 
gross income. The IRS is asked to rule 
on the treatment of salaries paid by 
a finance company to employees who 
have no present stock interest in the 
corporation, but who hold options to 
purchase common stock. It rules that 
they are not “shareholders” and should 
not be treated as such for this purpose. 
Rev. Rul. 58-309. 


Loss on liquidation of subsidiary 
allowed; parent sold shares to avoid tax- 
free rule [Non-acquiescence]. On the 
same day that Avco Corp. adopted a 
plan to liquidate Crosley, its subsidiary, 
it sold on the New York Stock Exchange 
200 of its almost 500,000 Crosley shares. 
Thus at the adoption of the plan it 
owned more of the stock than at the 
time of liquidation; Section 112(b)(6) 
was, it claimed, inapplicable, and the 
liquidation is not tax-free and the loss 
is allowable. The majority of the court 
holds that this could be done. As long 
as the sale was bona fide, the tax motive 
must be disregarded. Two dissents on 
the ground that the sale of shares had 
no business purpose and should be dis- 


regarded under the Gregory rule. [The 
1954 Code does not contain the proviso 
that a liquidation is not tax-free if the 
parent owns more stock at some time 
after the plan is adopted than it owns at 
the time of receipt. Ed.] Avco Manufac- 
turing Corp., 25 TC No. 111 non-acq. 
IRB 1958-25. 


Loss carryover when consolidated group 
changes. A member of a consolidated 
group was sold in September 1957. Since 
the group filed on a calendar year, the 
member was included for the first nine 
months, but it filed a separate return 
for the short period of the remaining 
three. The operating losses suffered by 
this member in prior years are a Carry- 
over for the consolidated return and, 
to the extent not used there, may be 
used on the separate return. Rev. Rul. 
58-329. 


Pre-consolidation EPT credit available 
to successor. An unused excess profits 
credit of a bank prior to its consolida- 
tion with taxpayer was held by the Tax 
Court to be not available to taxpayer as 
a carry-forward after the consolidation 
on the ground that the income of tax- 
payer was not produced by substantially 
the same business which had the excess 
profits credit. This court reverses. Not- 
ing that the unused credit was applied 
against income of the merged bank, it 
observes that no windfall is given tax- 
payer. The court concludes: “In so hold- 
ing, we do no violence to and see no 
conflict with Libson Shops.” Old Nat'l 
Bank in Evansville, CA-7, 6/19/58. 


Corporation mortgaging out with FHA 
funds held collapsible. The Tax Court 
held that taxpayer realized ordinary in- 
come in a redemption of some of his 
shares in a construction corporation (the 
funds came from the excess of FHA 
mortgage funds over cost) and also on 
the sale of other shares. The fact that 
the corporation made a distribution but 
did not redeem any shares is irrelevant. 
Taxpayer had ordinary income on the 
distribution and subsequent sale of 
shares. Glickman, CA-2, 6/5/58. 


Redemption not a dividend. A corpora- 
tion which her husband controlled re- 
deemed a part of taxpayer's stock in 
1948. The opinion does not disclose the 
relative stockholdings or other pertinent 
facts. The court finds the redemption 
was not essentially equivalent to a divi- 
dend. Rainwater, DC S. C., 6/13/58. 
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cift taxation 


EDITED BY JOSEPH TRACHTMAN & J. A. MANNING 





How to apportion saving tf administrative 


expenses are deducted from income tax 


pions TAXES ON AN ESTATE are 
usually lowest if the administration 
expenses are Claimed for income tax de- 
ductions. But the increased estate tax 
frequently falls on a remainderman 
while the income tax saving benefits in- 
come beneficiaries. How should the net 
tax saving be allocated to income and 
corpus? Recently two law review editors, 
V. Anne Douthit and Marilyn Cimino, 
prepared an excellent short note setting 
forth the problem with clarity, examin- 
ing the few cases already decided and 
proposing a few other possible modes of 
allocation. With the permission of Dicta, 
where the note originally appeared 
(March-April 1958), we bring it to you 
here. 

“The fiduciary is charged with the 
duty to treat the beneficiaries equally; 
he must determine in advance whether 
or not the elections he is entitled to 
make under Federal tax law will inure 
to the benefit of one beneficiary over 
others. 

“Where the testamentary trust created 
gives income to certain beneficiaries for 
life and the principal to remaindermen, 
the election to deduct administrative ex- 
penses for income tax purposes rather 
than for estate tax purposes creates just 
such a problem. 

“The executor is given a choice to 
claim the expense deduction either to re- 
duce the estate tax or the income tax, 
but he is limited by Section 642 (g) to 
one deduction or the other. Should he 
choose to make use of the deduction in 
computing income taxes, substantial 
over-all] tax savings may result because 
income tax rates can be much higher 
than estate tax rates. The positive duty 
falls upon the executor to preserve the 
estate by the greatest tax saving possible. 
sut the executor may be guilty of a 
breach of duty if he does not allocate the 
Savings to benefit equally the life ten- 
ant and remainderman—unless the testa- 
tor has given him the authority to make 


the election without restoring principal. 

“In situations where the marital de- 
duction formula bequest is not involved, 
the program is relatively simple. In a 
will directing the establishment of a trust 
from which the income is to go to one 
beneficiary and the remainder to others, 
exercise of the tax option will result in 
a benefit to the income beneficiary to 
the detriment of the remainderman. 
However, the amount of the detriment 
to the remainderman is simply the dif- 
ference between the actual estate tax 
liability and the amount which would 
have been payable had the administra- 
tive expenses been deducted from the 
gross estate in computing the tax. For 
instance, assuming an adjusted gross 
estate of $560,000 before deduction of 
administrative expenses of $60,000, the 
Federal estate tax liability before state 
death tax credit would be $167,700 if ad- 
ministrative expenses were deducted for 
income tax purposes, and $145,700 if de- 
ducted for estate tax purposes. The de- 
triment to the remainderman would be 
these two 


the difference between 


amounts, or $22,000. Further assuming 
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that this same estate had income which 
was not distributed to the extent of 
$56,000 per year for two years, against 
which the administrative expense was ap- 
plied at the rate of $30,000 per year, the 
income tax savings in two years’ time 
would amount to $40,968. 

“The problem becomes much more 
complex in cases where the marital de- 
duction formula bequest enters the com- 
putation. The hypothetical example in 
Table I will help in illustrating what is 
here involved. 

“Claiming the deduction for income 
tax purposes will result in an additional 
estate tax burden of $6,000 on the prin- 
cipal of the estate. In cases where the de- 
cedent has bequeathed to his surviving 
spouse an amount equal to 50% of the 
value of his adjusted gross estate as 
finally determined for Federal estate tax 
purposes, and has provided that admin- 
istrative expenses are to be paid from 
the principal of the estate, claiming the 
deduction for income tax purposes will 
also result in an additional detriment 
to the 
amount of $20,000. That is the addi- 
tional amount received by the widow in 


residuary beneficiary in the 


order to obtain the maximum marital 
deduction. ($240,000 minus $220,000.) 
“If the income of the estate is $40,000 
the first year after death, and $50,000 
the second year, the following income 
taxes will result as shown in Table II. 
“The cases which have dealt with the 
problems arising in these situations have 
made it clear that the remainderman is 
entitled to reimbursement for the detri- 
ment suffered by him through the use of 
this election. However, they have not 


outlined a method for adjustment which 





TABLE I: 


Gross EsTATE 
less: Administrative Expenses 


Apjyustep Gross EsTATE 
deduct: 


Specific Exemption 


TAXABLE ESTATE: . 
Federal estate taxes before credit for 
state death taxes) . 





Computation of Federal Estate Tax 


Marital deduction (50% of Adjusted Gross Estate) 


Administrative Administrative 


Expense Expense Not 

Deducted Deducted 

$480,000 $480,000 
40,000 -()- 
140,000 480,000 
220,000 240,000 
60,000 60,000 
280,000 300,000 

$160,000 $180,000 

$ 38,700 $ 44,700 











wi? 2 


Ree Met Sst etwas 


@erwrieete &£ 


166 « Taxation 


The Journal of 


September 1958 





TABLE II: 


tion expenses and fiduciary exemption 


Deduct: 


Administration expenses 


Exemption 


Net taxable income 
Federal income tax 


WITHOUT 


Net taxable income 


Federal income tax 


NET 


USE OI 


TAX SAVINGS TO THI 

ELECTION: 

Total income tax savings 
Less: Additional estate tax payable 


Net savings in taxes 





Computation of Federal Income Tax 


DEDUCTING ADMINISTRATION EXPENSES FROM INCOME: 
Net taxable income before deduction of administra- 


ADMINISTRATION EXPENSE DEDUCTION: 


Income tax savings effected through use of election $12,420 


ESTATE EFFECTED THROUGH 


First Year Second Year 














$40,000 $50,000 
20,000 20,000 
600 600 
20,600 20,600 
$19,400 $29,400 
$ 6,942 $12,848 
$39,400 $49,400 
$19,362 $26,388 
$13,540 


$25,960 
6,000 


$19,960 








will operate to the maximum advantage 
of all parties. 

“Two of the cases, Estate of Edwin H. 
Warms (140 N.Y.S. 2d 169 (Surr. Ct. 
1935)) and In re Bixby’s Estate (140 
Cal. App. 2d 326, 295 P.2d 68 (2d Dist. 
1956)), dealt with the first of the prob- 
lems outlined, where the marital deduc- 
tion formula bequest does not enter the 
picture. All that is necessary here in 
order to effect an equitable solution is 
to reallocate enough of the income bene- 
ficiary’s tax saving to the principal ac- 
count to cover the amount of the addi- 


tional estate tax payable from the 
corpus. In the example above, a $22,000 
transfer from the income account to the 
principal account would accomplish the 
desired result, and still leave the income 
beneficiary with a substantial tax sav- 
ing. 

“A New York case, In re Levy’s Estate, 
(167 N.Y.S. 2d 16 (Surr. Ct. 1957)) dealt 
with the additional problem involved 
under the marital deduction formula be- 
quest. Here the testator had bequeathed 
to his surviving spouse 50% of the ad- 


justed gross estate as computed for 
Federal estate tax purposes. The court 
held that the election permitted by the 
Internal Revenue Code should not alter 


the respective interests of the legatees, 
and the residuary estate should have the 
benefit of all deductions which are avail- 
able to the estate principal. 

“From the examples outlined in Table 
I it can be readily seen that, in order 
completely to reimburse the residuary 
beneficiary, a transfer of $26,000 ($20,000 
plus $6,000) would have to be made. 
In this particular example, transfer of 
this amount would exceed the total in- 
come tax savings ($19,960) effected under 
the election. This result would not be 
unless the income of the 
estate is large enough to put it into an 


uncommon 


extremely high income tax bracket. It 
should also be noted that reimbursement 
of the $20,000 to the residuary bene- 
ficiaries actually results in the surviving 
spouse’s receiving only $220,000 rather 
than the $240,000 claimed as a marital 
deduction. There is always the possibil- 
ity of the marital deduction of $240,000 
being disallowed in such cases. The ap- 
parent result 


would be the re- 
ceipt of $20,000 by the residuary bene- 
ficiary free from Federal estate taxation. 

“Another way to handle the problem 
would be to limit the marital deduction 
to $220,000 even though the administra- 
tion expenses are deducted for income 


here 


tax purposes. The result of this method 
of adjustment would be as follows: 
$480,000 


GRoss ESTATE 


Deduct: 
Marital Deduction 
Specific Exemption 


220,000 
60,000 


280,000 


‘TAXABLE ESTATE: $200,000 


FEDERAL ESTATE TAXES: $ 50,700 
“This would require reimbursement to 
the principal account of $12,000, which 
is the difference between the actual tax 
liability of $50,700 and the $38,700 
(Table I) which would be due if the 
election had not been taken. The net 
saving in taxes would be $13,960. This 
is not as advantageous to the income 
beneficiary because it results in a higher 
estate tax liability, which must be re- 
imbursed from the savings in income 
taxes.” 
deduction 


As more of these marital 


formula estates come before the state 


courts in accountings, we shall un- 
doubtedly see development of precise 
rules for the computation of the alloca- 
tion of the tax saving. Meanwhile execu- 
tors of estates now in process of adminis- 
tration should carefully work out the 
arithmetical results of elections that they 
make. 

Attorneys drawing new wills should 
also give thought to the problems that 
may arise in the future if they use a 
formula 
“Most contain a 
allowing the executor to choose to de- 


marital deduction provision. 


wills today clause 
duct administrative expenses from either 
the corpus or the income, but the pro- 
vision exonerating him in case he does 
not adjust savings has not been so com- 
mon. The testator’s presumed wish is to 
prefer his surviving spouse over the re- 
maindermen. Therefore, a direction to 
the executor to that end would eliminate 
the necessity for compensatory alloca- 
tions.” 





Father’s estate does not 
dren’s share of business. The court finds 
that the decedent’s original investment 


include chil- 


in his successful insurance business came 
in part from the proceeds of insurance 
on his wife’s life of which their children 
were beneficiaries. It finds that the dece- 
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dent regarded the interest as belonging 
to the children, and holds that under 
state law it was a trust for them. It is 
therefore not includible in his estate. 
The court finds, from the meager rec- 
ords, the portion of the interest at date 
of death which represents the original 
investment and increment (not includ- 
ible in his estate) and the accumulated 
income on his own investments, as to 
which a gift to the children was not 
proved. Bourland, TCM 1958-92. 


Bonds of U. S. firms, destroyed abroad, 
don’t have situs here. A non-resident 
alien must pay estate tax on property 
situated in the U. S., and it is well set- 
tled that bonds physically present in the 
U. S. have a situs here. The bonds at is- 
sue here, obligations of a U. S. corpora- 
tion, had been destroyed in an air raid 
in London in 1°41. The Government 
argued that, the bonds being destroyed, 
decedent had a claim for reissuance 
against a domestic corporation which 
could be prosecuted in U. S. courts only 
and is therefore an intangible property 
within the U. S. The court holds that the 
relationship of the parties was not 
changed by the destruction; the only 
effect of that was to make proof more 
dificult. Any legal proceeding would be 
merely to enforce a remedy, not to pro- 
secute a claim. Therefore, there is no 
property in the U. S. and no estate tax 
is payable. Iwo judges dissenting would 
hold that decedent had merely a claim 
which, under the rule governing intang- 
ibles, is taxable. Another judge would 
hold that, upon destruction, and in the 
absence of intent to have them reissued 
(here decedent, incarcerated in Ger- 
many, probably never knew of their de- 
struction) they lost their situs and reis- 
suance to the Alien Property Custodian 
(possession by the APC is by statute to 
be ignored for estate tax) gave them a 
situs in the U. S. Pulvermann, 30 TC 
No. 21. 


Wife’s power of invasion not untram- 
meled; marital deduction disallowed. 
Under the terms of the trust created 
under decedent’s will, his wife was per- 
mitted to demand principal “for her use 
and/or the use or benefit of our children 


as she deems advisable.” Principal un- 
expended at the time of the death of 
the wife was to go to decedent’s issue. 
rhis court holds that, under applicable 
state law, such language does not confer 
upon the surviving spouse an unlimited 
right to invade corpus and appropriate 


it as virtually her own property. The ex- 
pressed concern of the decedent for his 
children negatives the conclusion that 
any such untrammeled right of inva- 
sion was intended. Consequently, the 
marital deduction is disallowed. Tarver 
Est., CA-4, 6/2/58. 


Grantor’s estate includes trust with pos- 
sibility of reverter. Under the terms of 
an inter-vivos trust created by the dece- 
dent, trust income was payable to de- 
cedent’s daughter during her lifetime, 
remainder to her issue. A condition was 
attached, however, to the effect that, if 
decedent had failed to create similar 
trusts for his other three daughters, the 
corpus of the trust was to be trans- 
ferred to the trustee under his will. 
Furthermore, if the daughter pre- 
deceased him without issue, the corpus 
was similarly to be transferred to his 
testamentary trustee. This court holds 
that the trust is includible in his gross 
estate as a transfer intended to take 
effect in possession or enjoyment at or 
after the death of the decedent; its ulti- 
mate disposition could not be known 
prior to that time. The reversionary in- 
terest is found in the power of disposi- 
tion by will which the decedent retained. 
The value of the trust estate is, however, 
to be reduced by the value of the out- 
standing life estate possessed by the 
daughter, since he retained no power to 
change that disposition and hence it 
could not have formed a part of his re- 
versionary interest. Tarver Est., CA-4, 
6/2/58. 


Relinquishment of profit share a gift; 
no exclusion. A corporate employer 
established a contributory trusteed profit- 
sharing plan for some of its employees, 
which did not, however, qualify as an 
exempt plan under the income tax pro- 
visions of the Code. The employee’s con- 
tributions were held in an “A” account 
under his name, and the employer’s con- 
tributions were held in a “B” account, 
similarly credited to individual names. 
An employee’s separation from the firm 
prior to reaching the age of 60 years em- 
powered the trustees to reallocate all or 
part of his interest in the “B” account to 
other participants; no such authority 
existed after the employee reached the 
age of 60 years. A participating em- 
ployee, who was more than 60, re- 
linquished all rights to any claims he 
had in the “B” account. The IRS holds 
that this relinquishment of an already 
vested interest is taxable as a gift. 
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Furthermore, since the amount by which 
the other participants in the plan would 
benefit from such relinquishment de- 
pended upon the exercise of the discre- 
tionary power of allocation possessed by 
the trustees, thus making any individual 
donee’s share not susceptible to measure- 
ment, the annual exclusion of $3,000 
is not available in this situation. Rev. 
Rul. 58-307. 


Prior will discovered after return filed; 
statute runs from its probate. An estate 
tax was paid on the basis of the provis- 
ions of what was believed to be the last 
will of decedent. A later will, whose 
validity was established by litigation, 
contained a charitable bequest, which 
would reduce the tax, and claim for re- 
fund was filed. The statute of limita- 
tions, on the facts here, the district court 
held, began to run from the time the 
right to claim an erroneous assessment 
was determined, i.e., when the second 
will was admitted to probate, not when 
it was discovered. Since the claim was 
filed later than three years from this 
probate, it is untimely. This court af- 
firms. Woods Estate (Walkden, Ex’r), 
CA-6, 5/21/58. 


Can sue executor despite personal re- 
lease. On January 8, 1952, the executor 
filed a Federal estate tax return and, 
with it, an application for discharge 
from personal liability. Under the sta 
tute, the’ Commissioner must notify the 
executor of the amount of the tax due 
within a year of the receipt of such ap- 
plication. Here, three years passed be- 
fore a notice of deficiency was sent to 
the executor. The executor contended 
that this was not a valid notice as to the 
estate, due to the lapse of time, and 
that any deficiency should be assessed 
against the estate’s transferees. The court 
holds for the Commissioner. The notice 
of deficiency did not purport to assert a 
personal liability against the executor or 
the transferees. The executor remains 
liable in his representative capacity, the 
only effect of the application for prompt 
assessment being to relieve him of per- 
sonal liability after the passage of one 
year. The question of allocation of the 
deficiency as between the probate and 
non-probate estate is one to be settled 
by a state court applying the applicable 
state law. Responsibility for payment of 
the estate tax on all includible items 
rests solely upon the executor in his 
representative Tarver Est., 
CA-4, 6/2/58. 


capacity. 
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institutions 


IRS Counsel says “properly organized” 


charity is sure to meet operation test 


: nn MEN CONCERNED with qualifying 
an organization for the tax exemp- 
tion as “charitable, religious, or educa- 
tional” should pay heed to the language 
of the charter setting forth the purposes 
of the organization. This point was 
stressed by Herman T. Reiling, Assistant 
Chief IRS in a recent 
article in The Journal of the American 


Counsel of the 


Bar Association. While the article does 
not, of course, represent official opinion 
of the Treasury, Mr. Reiling’s position 
adds special weight to his analysis of the 
Code requirements for exemption. ‘For 
an organization to be regarded as 
charitable” Mr. Reiling said, “it must be 
both organized and operated exclusive- 
ly for charitable purposes. In any given 
case, it therefore is important to deter- 
mine at the outset whether the organiza- 
tional test is met. If it is not, the exemp- 
tion may be disallowed for that reason 
alone, without necessarily considering 
the nature of the actual activities. 
“When an organization is truly or- 
charitable 


ganized exclusively for pur- 


poses, there is considerable assurance 
that it will be operated exclusively for 
such purposes. If it is not so operated, 
its non-charitable acts are ultra vires. 
And ultra vires acts, especially if sub- 
stantial, may be serious matters, giving 
rise to consequences such as these: 

“]. The organization loses its exemp- 
tion as a charity, because it is not being 
operated exclusively for charitable pur- 
poses. 

“2. Contributions to the organization 
are not deductible. 

“3. Where funds 


been used to carry on non-charitable ac- 


organization have 
tivities, it may be that the parties re- 
sponsible for such activities are to be 
regarded as having in substance and 
effect converted the funds to their per- 
sonal use, in which event there also is 
a question whether they are subject to 
tax on the funds so converted. 


“4, Since organizations that are chari- 
table in the legal sense are public or- 
ganizations, there is the right which the 
state may have to take action to compel 
a restoration of the misused funds. 

“Thus, all things considered, when an 
organization is as a matter of law or- 
ganized as a charity—which it should be, 
if the exemption is properly allowed— 
and if the officers of the organization 
fully their 
little 


appreciate responsibility, 
I ) 


there should be occasion to ex- 
amine the actual operations of the or- 
ganization, for our citizens who are well 
advised are for the most part law-abid- 
ing. Hence, where the organizational 
test is met in such cases, it generally 
can be assumed that the organization 
will be operated for charitable purposes. 
And, to this extent, the administration 
of the exemption is a simple matter. 


The organization’s charter 


“Whether the first part of the dual 
test for exemption is met —that is, 


whether a given organization is or- 
ganized exclusively for charitable pur- 
poses—must be judged by its articles of 
organization and by-laws rather than by 
declarations of its officers or the method 
by which its conducts or has conducted 
its affairs. This, I may add, is the posi- 
tion which the Service took almost 40 
years ago, and it has never been revoked 
or modified. 

“It is a position which has been ap- 
proved by the court of appeals for the 
Circuit (Sun-Herald Corp. vw. 
Duggan, 73 F.2d 298). It accords with a 
statement of the corresponding court for 
the Seventh Circuit (Harrison v. Barker 
Annuity Fund, 90 F.2d 1286) that the 
‘character of the corporation and the 


Second 


purpose for which it was organized must 
be ascertained by reference to the terms 
of its charter.’ The Ninth circuit (North- 
western Municipal Association v. United 
States, 99 F.2d 460) took the same view, 


stating that the ‘purpose of an organiza- 
tion must be determined from the pur- 
pose declared in the instrument creating 
it,” and, in reaching this conclusion, cit- 
ed a number of supporting authorities. 
What is even more significant, the Su- 
preme Court (Helvering v. Coleman- 
Gilbert Associates, 296 U.S. 369) not only 
adopted this view, but also elaborated 
upon it by pointing out that ‘the parties 
are not at liberty to say that their pur- 
pose was other or narrower than that 
which they formally set forth in the in- 
strument under which their activities 
were conducted.’ 

“Some courts have tried to circumvent 
the rule respecting the effect of the 
corporate charter or articles of organiza- 
tion by determining that the exemption 
for charitable organizations applies to 
organizations whose income is destined 
for charity. 

“Be that as it may, even if the deci- 
sions applying the destination theory 
had been sound, they would not be ap- 
for they 
statutes as they existed prior to the 1950 


plicable now, involved the 
amendment. By this amendment Con- 
gress definitely repudiated the theory. 
In doing so, both the House and the 
Senate committees explained that the 
amendment was to prevent the exemp- 
tion of a trade or business on the ground 
that an exempt organization receives the 
earnings. 

“More than this, the committee re- 
ports on the bill significantly scotched 
the validity of the destination rule by 
stating: ‘In any case it appears clear to 
your committee that such an organiza- 
tion is not itself carrying out an exempt 
purpose.’ Thus, it seems that, in the 
opinion of the two committees, the 
destination theory was erroneous and 


never reflected the intent of Congress. 


The operating test 

“Despite the emphasis which I have 
placed upon the organization aspects, it 
does not follow that less significance is 
to be attached to the nature of the 
operations conducted by an organization 
which claims exemption as a charitable 
organization. For an organization's ac- 
tivities to be charitable within the in- 
tendment of the exemption, they too 
must meet the general requirements. 
This is to say, its activity cannot be re- 
garded as charitable if the organization 
is not a valid public charity in the legal 
sense of the Nor opera- 


as charitable within 


term. 
be treated 
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tions 


the intendment of the exemption unless 
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they are charitable within the generally 
accepted meaning of the term. And last, 
unless the activities are strictly religious 
except for incidental secular operations, 
the organization must perform services 
hich give rise to a legal presumption 
that the public interest is served, if the 
exemption properly may be allowed. 


The problem cases 


“The shortcomings and the occasions 
for misunderstanding are in cases where 
lawyers should generally agree that ex- 
emption should not be allowed. Indeed, 
the cases which are outstanding in this 
respect may be divided into four general 
catego! ies: 

‘In the first place, there are the cases 
in which the purpose of the organization 
as stated in the articles of organization 
is too vague and indefinite to be valid 
and enforceable for any purpose, much 
less for a charitable purpose, as, for ex- 
ample, is the case where a trust is estab- 
lished ‘to promote the best interests of 
the people, all in the discretion of the 
trustees.’ Obviously, in such cases, when 
the trust, foundation or other organiza- 
tion is null and void, it cannot be 
exempt as a charity. 

Second, when a trust, foundation or 
other organization is created, there is a 
tendency to include considerable general 
language in describing the purpose of 
the organization so that the organization 
will have ample power and authority to 
carry on various activities. This tendency 
no doubt may be sound in many cases 
where the law of charitable uses is not 
involved. At times some of the provisions 
may be so indefinite that they have no 
legal consequence. Hence, if the other 
provisions are exclusively charitable, an 
exemption properly may be allowed. On 
the other hand, where, as is more often 
the case, the organization has a stated 
valid, charitable purpose of some kind, 
but a non-charitable purpose also is 
stated or the specification of the purpose 
is otherwise not sufficient to restrict the 
organization to exclusively charitable 
activities, it follows that exemption is to 
be denied. 

‘A foundation or organization to 
‘educate’ the public may come within 
this category, for, on the one hand, it 
may be impractical, if not impossible, to 
specify the nature of the activities in 
sufficient detail to include only those 
activities that are per se educational or 
charitable and, on the other hand, the 
terms employed may be so general and 
so devoid of legal significance that the 


organization may engage in civic, politi- 
cal or propaganda activities as dis- 
tinguished from exclusively educational 
or charitable operations. Moreover, when 
‘education’ of the public deals with a 
subject for legislative or other political 
action, no matter how non-partisan it 
purports to be, it may collide with the 
general rule in the law of charitable 
uses which looks with distinct disfavor 
upon exempting any form of political 
activity, or any activity the ultimate pur- 
pose of which may only be attained by 
changing existing law or by other po- 
litical action. 

“Third, there are cases in which the 
stated purpose definitely is not synonym- 
ous with a charitable purpose, but where 
there is evidence which allegedly shows 
a charitable intent by the party or 
parties creating the organization. In such 
a case, an interested party may take 
action before a court of chancery that 
will in effect result in reforming the 
stated purpose so that it clearly conforms 
with the charitable intent. However, 
until such an action is taken, it is not 
certain that the organization is chari- 
table, and a claim for exemption is pre- 
mature if it is filed before the action is 
taken and the court has made certain 
that the organization is charitable. 

“Fourth, confusion arises because there 
is some thought in sophisticated tax 


planning that the exemption for chari- 
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table organizations may be utilized to 
avoid taxes while at the same time the 
creator and benefactor of the organiza- 
tion retains certain advantages. This 
fallacious theory perhaps may best be 
eptomized by the contention that a ‘pri- 
vate charitable organization’ may be 
exempt from tax, for in the legal sense 
there is no such thing as a_ private 
charitable organization. For an organiza- 
tion to be classified as charitable, it must 
be a public charity. 

“On the other hand, it may be that 
the tax planner does not ignore the 
organizational test. Indeed, the litera- 
ture on the subject indicates that he 
may intend strict compliance in this re- 
spect. If this is the case, then it may be 
that he departs from a true charity when 
he assumes that «# charitable organiza- 
tion may so conduct its affairs that it 
gives its benefactor an advantage, as, for 
example, when the organization makes 
marginal or other purchases of stock of 
a given corporation in order to aid the 
organization’s benefactor to acquire or 
maintain control of the corporation. In- 
deed, it is implicit that stock manipula- 
tions by an organization, whether or not 
for the benefit of its benefactor, must 
constitute charitable activities if the op- 
erational test is to be met. And, I may 
add, there are cases in which it is very 
difficult, if not impossible, to meet this 


test.” w 


Clubs seeking public patronage 


may lose exemption 


— AND RESTAURANT business 
groups which have been complain- 
ing about competition from tax-exempt 
social clubs will be glad to see the new 
provisions in the new Regulations (Sec- 
tion 1.501(c)(7)—1(b) that solicitation of 
public patronage of a club’s facilities 
will be considered evidence that the club 
is not operated exclusively for non-profit 
purposes, as the statute requires. The 
new regulation provides that “a club 
which engages in business, such as mak- 
ing its social and recreational facilities 
available to the general public or by 
selling real estate, timber, or other prod- 
ucts, is not organized and operated ex- 
clusively for pleasure, recreation and 
other non-profitable purposes, and is not 
exempt under Section 501(a). Solicita- 
tion by advertisement or otherwise for 
public patronage of its facilities is prima 
facie evidence that the club is engaging 


in business and is not being operated ex- 
clusively for pleasure, recreation, or so- 
cial purposes. However, an_ incidental 
sale of property will not deprive a club 
of its exemption.” Clubs that might have 
occasionally overstepped the mark in 
the past, more or less inadvertently, will 
have to be more careful now. 

While the industry will no doubt be 
pleased with this action of the IRS, testi- 
mony at recent House Ways and Means 
Committee hearings indicates that the 
problem of enforcing this rule may great- 
ly weaken it. Industry members had 
asked that information returns be re- 
quired, that tax be imposed on unre- 
lated income and that procedure in the 
IRS be set up to process complaints. Of 
course, such steps as these (except per- 
haps the handling of complaints) would 
require legislation. 

Typical of the protests made to the 
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Ways and Means Committee was the 
statement of the American Hotel Associa- 
tion. “We make the suggestion that or- 
ganizations now exempt under Section 
501(c)(7) and (8)! be subjected to Federal 
income tax on their unrelated business 
income because restaurants, hotels and 
other taxpaying enterprises in the food 
and catering business have found that 
subsections 


organizations in these two 


have on numerous occasions underbid 
them for business from public groups. 


[You will 
would apply 


note that the Association 


these suggested rules to 
(c)(8) organizations (fraternal societies) 
as well as (c)(7) groups (social clubs), 
but that the new regulations cover only 
(c)(7) Ed.) The 
price offered by clubs] in many cases 


organizations. [lower 


is attributable entirely to favored tax 


status. Our files contain numerous ad- 
vertisements by country clubs, Elks clubs 
and others who openly advertise for re- 
ception, banquet and luncheon business 
and for many other types of public 
patronage. 

“Because of the interpretation the In- 
ternal Revenue Service has given the 
word ‘primarily’ as used in Section 513 
(a)(2),2 the being de- 


prived of many millions of dollars of 


Government is 


revenue. Several instances have been 


called to our attention where colleges 
make 
available to public groups for conven- 
The 
facilities are doubtless maintained by the 


and universities their facilities 


tions, luncheons and 


banquets. 
college ‘primarily’ for the convenience of 
students and employees, but nonetheless 
income resulting from their use by the 
public should be made subject to Federal 
income tax. We feel that it would be 
fair to all concerned to impose income 
tax on the unrelated business income of 
groups described in Section 501(c)(3) and 
511(a)(2)(B) unless at least 90% of the 
receipts of such trade or business are de- 
rived from sales or services to members, 
students, patients, officers, or employees. 

“Organizations catering to the public 
often confer temporary membership in 
order to avoid any risk of losing their 
tax-exempt status. For example, YMCA’s 
and YWCA’s in many cases include mem- 


bership privileges with room rentals on 


1 (7) Clubs organized and operated exclusively 
for pleasure, recreation and other non-profitable 
purposes, no part of the net earnings of which 
inures to the benefit of any private shareholder. 

(8) Fraternal beneficiary societies, orders, or 
associations 

(A) operating under the lodge system or for 
the exclusive benefit of the members of a fra- 
ternity itself operating under the lodge system, 
and 

(B) providing for the payment of life, sick, 
accident, or other benefits to the members of 
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a daily basis. Country clubs and other 
tax-exempt groups employ similar de- 
vices. To avoid such attempts at subter- 
fuge, the term ‘member’ should be de- 
fined to require some degree of perman- 
ency in relationship. 

“During conversations representatives 
of the hotel industry have had with ofh- 
cials of the Internal Revenue Service 
concerning competition from tax-exempt 
groups, it was learned that the Govern- 
ment had no information concerning 
the activities of the group in question, 
since it is exempt from filing informa- 
tion returns. Organizations now exempt 
from filing information returns by Sec- 
tion 6033(a) (2) and (3)3 have in numer- 
ous instances been found to be carrying 
on business activities. Therefore, we feel 
that return should be required at least 
from these groups. 

“The suggestion which we feel is prob- 
ably the most important to help taxpay- 
ing businesses defend themselves against 
the keenly competitive methods of tax- 
exempt organizations is to establish in 
the Internal Revenue Service a_pro- 
cedure for receiving and processing com- 
plaints arising out of the business activi- 
ties of 501 organizations. There is a 
wide difference in viewpoint among In- 
ternal Revenue officials in different parts 
of the country as to the propriety of busi- 
ness operations by tax-exempt organiza- 
tions. For example, two of our members 
had an extended conference with 
the Internal Revenue Service at Spring- 
field, Ill. [It] refused to take any action 
against an Elks Club in Springfield which 
shows a considerable profit from its sale 
of food and liquor and room rentals to 
the general public. [It] stated that it 
was impossible to take action against the 
club, since such profit derived from busi- 
ness dealings with the public does not 
inure to the benefit of lodge members. 
We had understood from our conversa- 
tions with Internal Revenue Service 
officials in Washington that profit from 
such business dealings with the publi: 
would be considered as inuring to the 
benefit of members if it permitted a 
reduction in dues or obviated an in- 
crease in dues. A businessman is helpless 


in the face of competition from a tax- 


such society, . . . or their dependents. 

“Section 513 defines unrelated business income 
(which is subject to tax) as not including that 
from work (a)(2) “which is carried on, in the 
ease of an organization described in Section 501 
(ec) (3), [religious charitable, educational—Ed. | 
by the organization primarily for the convenience 
of its members, students, patients, officers or em- 
ployees. 

®* “No such annual return need be filed under this 
subsection by any organization exempt from tax- 
ation under the provisions of Section 501(a)— 





exempt organization if the Internal Rev- 
enue Service official in charge fails or 
refuses to act. A businessman so affected 
should be entitled to a full hearing to 
determine whether a competing tax- 
exempt group is improperly dealing with 
the public. It appears that no effective 
action can be taken against 501 organi- 
zations which persist in carrying on busi- 
ness transactions with the public unless 
taxpaying businessmen who are injured 
by such activities are given an opportun- 
ity to voice their grievances with some 
assurance that action will be taken. 
“Where a state or local government 
has revoked the tax exemption for an 
organization, we feel that the Federal 
Government should review the status of 
such organization with respect to its 
exemption from Federal income tax. A 
found 


number of states have recently 


that some organizations have abused 
their tax exemption by engaging in un- 
related business transactions in competi- 
tion with taxpaying establishments. 
While we realize that income-tax laws 
of the various states establish dierent 
specific criteria for exemption from those 
of the Federal Internal Revenue Code, 
we feel that the basic public policies 
upon which exemptions are based are 
similar in state and Federal laws. This 
being true, we believe that revocation 
of a tax exemption by a state warrants 
at least a review of status by the In 
ternal Revenue Service. For example, in 
a decision handed down August 24, 1955, 
Kroeler YMCA Camp of 


Sawyer County, Wis., was denied tax 


the Rodney 


exemption under Wisconsin law. In that 
case the court pointed out among other 
things that (1) Rodney 
YMCA lodge is in fact a summer resort, 


“the Kroeler 
catering to the general public and op- 
erated in competition with summer re- 
sorts in the surrounding area, all of 
which pay real estate and personal prop- 
(2) “the 


the past two years been set up to serve 


erty taxes”; . . lodge has for 


family groups at moderate prices and 
does offer to the general public various 


classes of accommodations, including 


meals and lodging and boat facilities; 
that said camp also caters to summet 


conventions of various public groups, 


(1) which is a religious organization ... or (2) 
which is an educational organization ... or (3) 
which is a charitable organization, or an organ- 
ization for the prevention of cruelty to children 
or animals ... or (4) which is an organization 
described in section 501(c) (3), if such organiza- 
tion is operated, supervised, or controlled by or 
in connection with a religious organization de- 
scribed in paragraph (1); or (5) which is an 
organization described in Section 501(c) (8); or 
(6) which is an organization described in Sec- 
tion 501(c) (1)... .” 


— 
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including the Standard Oil Co.”; (3) 
the . . . lodge is entitled to no tax 
exemption under and by virtue of any 


law of the state of Wisconsin.” We feel 


that findings such as these, by a state 
or local tax authority, should require 
some review of the Federal tax exemp- 


tion of the organization involved. 





University book store and cafeteria 
exempt as educational organization. A 
corporation organized to operate a book 
and supply store and a cafeteria on the 
campus of a state university primarily 
for the convenience of its student body 
and faculty, no part of whose earnings 
inures to the benefit of any private in- 
dividual, is held to be an integral part 
of the university and exempt as an edu- 
cational organization. Rev. Rul. 58-194. 


Unreimbursed charitable convention ex- 
penses deductible. Unreimbursed ex- 
penses of a member of a charitable or- 
ganization while attending a conven- 
tion of the organization as a delegate are 
contributions. Rev. Rul. 58-240. 


School benefiting its operators denied 
tax exemption. A trade school paid ex- 
cessive rentals to a group operating the 
school, and constructed valuable build- 
ings and improvements on real estate 
owned by them. Tax exemption under 








-1939 Code section 101 (b) is denied on 
the ground that part of the net earnings 
did inure to the benefit of private indi- 
viduals. Texas Trade School, 30 TC No. 


59. 


Gift to bar association not a contribu- 
tion. A gift of books to a library main- 
tained by a bar association exempt as a 
civic league is not deductible by the 
donor as a charitable contribution. Con- 
tributions to civic leagues are not de- 
ductible. If the library is organized and 
operated as a separate fund and qualifies 
for exemption as educational, then de- 
ductions would be allowed. Rev. Rul. 
58-293. 


Association to further business interest 
of members not exempt. An association 
of licensees under a particular patent 
was formed to promote uniform  busi- 
ness, fair trade and advertising policies. 
The association itself owns the controll- 
ing interest in the corporation holding 
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the basic patents on the product. The 
IRS rules that the association is engaged 
in furthering the business interests of its 
dealer-members in the particular prod- 
uct, rather than the improvement of 
business conditions of one or more lines 
of business, and therefore does not 
qualify for exemption as a_ business 
league. Rev. Rul. 58-294. 


Animal welfare league a 20% charity. 
Contributions to a charitable organiza- 
tion which solicits and distributes dona- 
tions to sundry medical schools to im- 
prove the welfare of animals held for 
research are limited to 20% of the 
donor’s adjusted gross income. The ad- 
ditional 10% deduction is allowable for 
contributions to churches, educational 
institutions and hospitals only. Rev. Rul. 
58-263 


Contributions to cemetery for perpetual 
care deductible if voluntary. Voluntary 
contributions to a non-profit cemetery 
irrevocably dedicated to the care of the 
cemetery as a whole are deductible by 
the donors as charitable contributions. 
No deduction is allowed, however, for 
payments earmarked for the care of a 
particular lot, whether made as part of 
the purchase price of the lot or as a 
separate payment. Rev. Rul. 58-190. 


Republic of Panama 


COLON FREE ZONE 


How To Save Tax Dollars and Make 
Sales Dollars in the Latin-American Market 


NO TAX on export products manufactured in 
Colon Free Zone. 


90% DISCOUNT on income taxes-on re-export 
profits, which computes as virtually no tax 
at all. 


NO MUNICIPAL OR OTHER LOCAL TAXES are 
paid by firms operating in Free Zone; you 
pay only your share of the social security 
levy for employees. 


MAXIMUM U.S. TAX EXEMPTION is obtainable 
by U.S. firms and their international sub- 
sidiaries distributing through the Free Zone. 
Enables parent company to expand opera- 
tions abroad with ample working capital. 


SALES DEPARTMENT BENEFITS! — 


Fast deliveries to 12 Latin American coun- 
tries with 50 million customers...via spot 


P8-654 


shipments from the Colon Free Zone, used 
by over 150 major firms now! 


Efficient processing of orders, documents, 
currencies, and tariffs. Shipment from your 
public or private warehouse. Ample local 
labor force is fluent in English and Spanish. 


You need less inventory, yet give faster 
service! Take advantage of long-haul ship 
tariffs...use daily air express for deliveries! 


You can package, re-ship, process, and 
manufacture. 


WRITE FOR FULL DATA 
ON THE SALES ADVANTAGES AND 
TAX SAVINGS in the THRIVING 
COLON FREE ZONE. DEPT. A 


COLON FREE ZONE 
Box 1118, Colon, 777 14th St., N.W., 
Republic of Panama °° Washington 5, D.C. 
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Tax planning for oil and gas 


sharing arrangements 


Tux practitioners who are not oil and | 


1s 


by PARKER C. FIELDER 


specialists sometimes tend to shy away 


from advising clients who ask them about the tax angles of oil and gas investments. 


Yet the principles which determine who is taxed en the income of other kinds of 


ventures (or who is allowed to deduct the expenses) apply in tax planning for oil 


and gas. Mr. 


present particular problems due to the paucity of rulings and cases 


Fielder analyzes the various types of sharing arrangements; 


these 


. This article is 


adapted from a paper presented at the Texas Tech Tax Conference. 


A OIL AND GAS sharing arrangement 
may be defined in its simplest terms 
as a transaction in which the owner of 
an operating or working interest in an 
oil and gas property makes a grant or 
conveyance of an interest in that prop- 
erty to another in consideration of the 
contribution by the grantee to the acqui- 
sition, exploration, drilling, or develop- 
ment of that property.! In short, it is an 
arrangement for sharing the costs of ac- 
quisition, exploration, drilling, and de- 
velopment of a property. Property is 
used here in the sense defined in Section 
614 of the Code. 

It is essential to a sharing arrange- 
ment that the grantor be the owner of 
and make the assignment out of an op- 
erating or working interest in the prop- 
erty. 

It is 


made to a 


that the 
who is to make a 


essential grant be 
person 
contribution to the particular property 
out of which the grant is made; in other 
words, the interest assigned must be out 
of the property to which the contribu- 
, it is essential that 


tion is made. Further 


the grant or the agreement to make the 


grant must be made prior to the in- 
curring of the costs that are to be shared. 
It is not that the 


granted be an operating interest; 


interest 
that 
is, the interest granted need not be a 
fraction of the working interest, though 
it frequently is, but may be a grant of 


essential 


a nonoperating interest such as an over- 


riding royalty, net profits interest, or an 
oil payment. 

The contribution of the grantee to the 
acquisition, exploration, drilling, or de- 
velopment of the property, which will 
hereafter be referred to by the shorthand 
term 


“development,” may be made in 


the form of a direct contribution of 
goods or services or it may be in a form 
of cash which is received by the grantor 
and pledged or expressly dedicated to 
the development of the property. 

This definition of a sharing arrange- 
ment and statement of its essential ele- 
con- 


ments may best be illustrated by 


sideration of a number of examples. 


Simple arrangements 


If an individual, X, arranges with a 


broker to procure for him oil and gas 
block of 


agrees to assign the broker 


leases on a land, and if he 
an interest in 
the leased acreage for his services, the 
arrangement is a sharing arrangement. 
Under this arrangement the individual 
will make a grant of an interest in the 
property to the broker in consideration 
of the contribution made by the broker 
in the form of services in acquiring the 
leases. The individual must, under the 
definition, be acquiring the working in- 
terest for there to be a sharing ar- 
rangement; if the broker were engaged 
to acquire royalties, non-operating in- 
terests, for X, there would be no sharing 
arrangement. The interest assigned by X 


to the broker may be either an operat- 
ing interest in the form of a fraction 
of the working interest or may be a non- 
operating interest in the 
overriding royalty or an oil payment. 


form of an 


In another example, if an individual, 
the owner of a working interest, ar- 
ranges with an attorney to clear the 
title to the subject leases in considera- 
tion of the assignment to L, the attor- 
ney, of an overriding royalty out of the 
property, there is a sharing arrange- 
ment. L_ contributes 
sideration of the grant of an interest in 
the property as to which his services are 
contributed, which grant is made by the 
owner of the operating interest in the 
property. If the interest assigned by the 
owner to L other 
property, there would not be a sharing 
arrangement. 


services in con- 


were out of some 


In still another example, if the owner 
of a working interest arranges with a 
drilling contractor to drill a well on the 
property in consideration of an assign- 
ment of a fraction of the working in- 
terest or of an assignment of an oil pay- 
ment payable out of the drilled prop- 
erty, there is a sharing arrangement. On 
the other hand, if the owner had con- 
tracted with the driller to drill a well 
on the property for cash, and after 
drilling had been completed, the owner 
made arrangements with the driller to 
assign him an interest in the property 

lieu of a cash payment, there would 
not be a sharing arrangement. Under the 
definition, there cannot be a sharing 
arrangement unless there is an assign- 
ment of an interest (or an agreement to 
assign an interest) in consideration of 
contribution to the development of the 
property prior to the time that the costs 
of the contribution are incurred. 

Alternatively, if the owner of a work- 
ing interest, enters into an agreement 
with an investor, under which the in- 
for the drilling of a 
well on the property or in which the 


vestor will pay 


investor will pay the owner a sum of 
cash which he pledges to use for the 
drilling a well on the property in 
consideration of the assignment by him 
to the investor of an interest in the prop- 
erty, there is a sharing arrangement. In 
this arrangement, the investor has made 
a contribution in the form of cash to the 
development of the property, which 
cash was pledged or dedicated to the 
development of the property, in con- 
sideration of the assignment of an in- 
terest in the property. 


In these sharing arrangements, the 
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assignor need not retain any part of the 
operating interest. If the owner of a 
working interest assigns all of the work- 
ing interest, retaining an overriding 
royalty, to an operator, in consideration 
of the operator’s drilling a well on the 
property, there is a sharing arrangement. 

Thus, we have seen in each of the 
above examples, that where an_ indi- 
vidual makes a contribution in the form 
of goods or services contributing to the 
development of the property, or where 
an individual contributes cash pledged 
ind dedicated to the development of the 
property, in consideration of the assign- 
ment to that individual of an interest 
in the property to which the contribu- 
tion is made, and where the assignor of 
the interest is the owner of operating 
rights, there is a sharing arrangement 
and the tax consequences which attach 
to sharing arrangements will follow. 

Before examining the tax  conse- 
quences which flow from sharing ar- 
rangements, it should be pointed out 
that sharing arrangements may take sev- 
eral different forms. In the examples 
above, the sharing arrangement was 
made with respect to property on which 
there had been no previous develop- 
ment, and the assignment of the interest 
in the property was made solely in con- 
sideration of the contribution to de- 
velopment. Sharing arrangements may 
be entered into with respect to unde- 
veloped properties and may be entered 
into with respect to partially developed 
properties. There can be no sharing ar- 
rangement with respect to a fully de- 
veloped property, because one of the 
essential elements of a sharing arrange- 
ment is a contribution by the assignee 
to the development of the property. If 
the property were fully developed, there 
could be no contribution by the assignee 
to further development. 

Further, in the above examples, the 
contribution to development was the 
sole consideration for the assignment 
and the assignment was the sole con- 
sideration for the contribution to de- 
velopment. These are simple sharing 
arrangements. However, all sharing ar- 
rangements need not be simple sharing 
arrangements. An assignment may be 
made in consideration of a contribution 
to the development of the property plus 


GCM 22730, 1941-1 CB 214. 

All references herein to Code are to the Int. 
Rev. Code of 1954 unless otherwise designated. 
Palmer v. Bender, 287 U.S. 551 (1933); Raweo. 
Inc., Ltd., 37 BTA 128 (1938). 
*GCM 22730, 1941-1 CB 214. 

S.M. 3322, IV-1 CB 112 (1925); see also Eisner 
Macomber, 252 U.S. 189 (1920); ef. Detroit 








cash or other property not dedicated to 
the development, or the contribution 
may be made in consideration of an 
assignment of an interest in the prop- 
erty plus cash or other property. The 
latter type of sharing arrangement may 
be referred to as a mixed or divisible 
sharing arrangement. As might be ex- 
pected, different tax consequences will 
flow from sharing arrangements depend- 
ing upon whether they are made with 
respect to developed or undeveloped 
property and with respect to whether 
they are simple sharing arrangements or 
mixed or divisible. 


Tax rules 

In the first place, it may be stated 
as a general proposition that there are 
no immediate realized gains or losses 
arising from the entry into a sharing 
arrangement or from the making of the 
contribution and the assignment of an 
interest in the property in connection 
therewith. This lack of immediate 
realized gain or loss does not arise from 
the classification of the arrangement as 
a tax-free exchange or a nontaxable ex- 
change, but arises from the fact that 
the transaction is not considered to be 
one in which gain or loss is realized. In 
other words, it is not a situation in 
which gain or loss is realized but, by the 
application of special rules, not recog- 
nized, but rather, is a situation in which 
no gain or loss is considered to have 
been realized at all. Although no gain 
or loss is realized, there may be im- 
mediate effects for tax purposes in the 
form of basis adjustments and _ alloca- 
tions, which will be referred to later. 

The tax effects and tax implications of 
sharing arrangements, both those aris- 
ing at the time the arrangement is 
made and those arising in connection 
with the development of the property 
after the arrangement has been made 
may best be discussed by the considera- 
tion of a number of examples. 

In these examples, it is assumed that 
the assignment is made immediately 
upon reaching agreement between the 
parties. It is immaterial that the actual 
assignment may not be made until later, 
after the contribution has been made. 

In analyzing and discussing the tax 
treatment in the hands of the parties 


Edison Company v. Commissioner, 319 U.S. 98 
(1943). 

® Dearing v. Commissioner, 102 F.2d 91 (5th Cir. 
1939). 

7U. S. Treas. Regs. 118, Sec. 39.23(m)-16(a). 
8Schermerhorn Oil Corp., 46 BTA 151 (1942), 
apparently to the contrary, is believed to be no 
longer authoritative. That case is based in part 
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[Parker C..Fielder is an attorney, mem- 
ber of the Midland, Texas, law firm of 
Turpin, Kerr & Smith.} 


to a sharing arrangement, it will be use- 
ful first to divide sharing arrangements 
into the two major categories men- 
tioned; simple or unmixed arrangements 
where the contribution to development 
is the sole consideration for the assign- 
ment and where the assignment is the 
sole consideration for the contribution; 
and mixed or divisible sharing arrange- 
ments where the assignee pays a con: 
sideration in cash or other property in 
addition to his contribution to develop- 
ment in consideration of the assignment 
or where the assignor pays a considera- 
tion in cash or other property in addi- 
tion to the interest in the property in 
consideration of the contribution of the 
assignee. Within each of these cate- 
gories, it is helpful to subdivide the 
classification into arrangements which 
are entered into affecting an unde- 
veloped property and those affecting a 
partially developed property. Finally, 
within each of these subdivisions it is 
useful to consider separately sharing ar- 
rangements which involve (1) the assign- 
ment of all operating rights with the re- 
tention of a nonoperating interest, and 
(2) the assignment of a nonoperating in- 
terest with the retention of all operating 
rights, and (3) the assignment of a frac- 
tion of the operating rights with the re- 
tention of a fraction of the operating 


rights. 


Assignment of all operating rights 


Probably the simplest and most com- 
mon type of sharing arrangement is the 
farmout. Let us assume that the owner 
of the full working interest, a 7% lease- 
hold estate under an oil and gas lease, 
assigns the leasehold estate, together 
with all operating rights, to an opera- 
tor, retaining an overriding royalty of 
l%Z of % of the production from the 
property. In consideration of the assign- 
ment, the operator undertakes to carry 
out all the development work on the 
property at his sole cost and expense. 

The owner, the assignor, realizes no 
gain or loss on the assignment of the 
property to the operator. Whatever basis 
the owner had in the leasehold estate, 


on the rationale that a net profit interest is a 
contractual right and not an interest in the prop- 
erty. That question would now be determined in 
the light of Burton-Sutton Oil Co., Inc. v. Com- 
missioner, 328 U.S. 25 (1946). 

®GCM 24849, 1946-1 C.M. 66. 

10 Transcalifornia Oil Company, Ltd., 37 BTA 
119 (1938). 
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probably his leasehold cost, would be 
transferred to his retained overriding 
royalty and would consititute his de- 
pletable basis in that overriding royalty. 
Although the assignment of the interest 
in consideration of the operator’s obliga- 
tion to conduct development operations 
will enhance the value of the owner's 
retained interest and may represent a 
benefit or economic advantage to him, 
that benefit is represented merely by 
an appreciation in the value of the prop- 
erty owned by him and is not regarded 
as an event giving rise to realized gain. 
Therefore, the owner will not have 
gain or loss from the transaction.5 In- 
stead, he retains his basis in the retained 
property and realization of gain or loss 
must abide some future taxable event. 

As to the operator, the assignee, who 
receives the leasehold estate with all 
operating rights in consideration of his 
assumption of the development obliga- 
tions, no gain or loss is realized on the 
assignment. The operator is considered 
to have made an investment in the prop- 
erty, an investment in the oil and gas 
in place, which is not regarded as a 
taxable event giving rise to realized 
gain or loss.6 Immediately after the as- 
signment, he has, of course, no basis in 
the property which he holds, having in- 
curred no cost in its acquisition. 

When the operator undertakes de- 
velopment operations, there will be no 
income tax effect on the owner. Since he 
owns no part of the operating interest, 
he incurs no part of the development 
cost and is entitled to no deductions on 
account of intangible drilling and de- 
velopment costs. Similarly as to equip- 
ment, since the owner owns no part of 
the operating interest, he incurs no part 
of the equipment cost, owns no interest 
in the equipment, and has no basis in 
the equipment subject to depreciation. 
Accordingly, the development opera- 
tions and the installation of equipment 
by the operator are without tax effect 
as to the owner. 

When the operator undertakes de- 
velopment operations, as the sole owner 
of the entire operating interest during 
the full life of the property, he incurs 
all intangible drilling and development 
costs in his own right and is entitled to 
all of the intangible deductions, assum- 
ing that he.has made a proper election.? 
He incurs the full cost of all equipment 
installed on the property and is the 
owner of all equipment during the en- 
tire life of the property, so he will cap- 
italize the cost of the equipment and 


is entitled to all depreciation on that 
capitalized cost. 

It may be seen, then, that the entry 
into a simple sharing arrangement is 
not a taxable transaction as to either 
of the parties to the arrangement and 
neither will realize gain or loss from 
entry into the arrangement, and may be 
further seen that the carrying on of 
development operations under the shar- 
ing arrangement is not a taxable trans- 
action which will give realization of gain 
or loss to either of the parties. In the 
determination of the right to intangibles 
deductions, reference will be had to the 
usual rules governing deductibility of in- 
tangibles, looking to ownership of the 
operating rights and the extent of the 
costs incurred. Similarly, as to the 
capitalization of equipment costs in the 
form of depreciable basis, and in the al- 
lowance of depreciation deductions, 
reference will be had to the usual rules 
pertaining to oil and gas operations, 
looking to ownership of the operating 
rights, ownership of the depreciable 
equipment, and the amount of the ex- 
penditures and costs incurred. 


Assignment of nonoperating interest 

The owner of the full working in- 
terest in the property may assign an 
overriding royalty to a lawyer, in con- 
sideration of legal services in clearing 
the title to the property. He may also 
assign an overriding royalty to a geolo- 
gist, in consideration of geological serv- 
ices in connection with the property. 
Further, he may assign to a drilling con- 
tractor an oil payment of $100,000 in 
consideration of his drilling and com- 
pleting a well on the property, and 
may assign to an equipment supplier an 
oil payment of $25,000 in consideration 
of his furnishing all the equipment on 
the well. 

In these transactions, the owner has 
entered into sharing arrangements with 
each of the other parties, assigning to 
each of them a nonoperating interest 
in the property and retaining to him- 
self all operating rights. As in the previ- 
ous discussion, none of the parties is 
considered to have realized gain or loss 
on the entry into the sharing arrange- 
ment. As before, the owner’s original 
basis in the property is transferred to 
his remaining interest in the property, 
and neither the lawyer, the geologist, or 
the supplier has any basis in the prop- 
erty, for they have not yet incurred any 
costs. 


When the lawyer and the geologist re- 


ceive their interest in consideration of 
services to be rendered, they do not 
realize taxable income.’ Instead, as be- 
fore, they are considered as having made 
an investment in the form of services 
in the oil and gas in place. If either the 
lawyer or geologist incurs any direct 
costs in rendering the services, he prop- 
erly should capitalize those costs as the 
cost of his interest in the property, 
which cost would be depletable cost to 
be recovered through depletion allow- 
ances on income derived from the prop- 
erty. Since neither the geologist or 
lawyer owns any operating interest in 
the property, neither is entitled to any 
deduction for intangible drilling and 
development costs, and since neither has 
any interest in the equipment on the 
property, neither will have depreciable 
cost and neither will be entitled to any 
depreciation. In short, the lawyer and 
geologist will own overriding royalty in- 
terests in the property in which they 
will have a depletable basis measured by 
the amount of costs actually incurred 
by them in acquiring the property. 

As was pointed out, the drilling con- 
tractor realized no gain or loss on the 
acquisition of his interest in the prop- 
erty in the form of an oil payment in 
consideration of his obligation to drill 
and complete a well on the property. 
When the driller incurs expenditures in 
the drilling of the well, he is incurring 
costs of acquisition of his interest in the 
property, and is required to capitalize 
his expenditures as the cost of his in- 
terest in the property. The driller will 
not have gain or loss on the transaction, 
irrespective of whether his expenditures 
are less than or exceed the value of the 
$100,000 oil payment, since he is re- 
garded as merely making an investment 
in the property. The driller, since he 
owns none of the operating rights in 
the property, will not be entitled to any 
intangible drilling and development cost 
deductions on account of his expendi- 
tures. Further, since the driller will own 
no interest in the depreciable equipment 
on the property and will have no de- 
preciable cost in the property, he will 
be entitled to no depreciation deduc- 
tions. 

In similar manner as to the supplier, 
when he furnishes the equipment on 
the well he will be required to capitalize 
the cost of that equipment, his cost in 
the equipment, as the cost of his 
acquired interest. The supplier will 
realize no gain or profit on the trans- 
action, since he is considered to be 
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making an investment in the property. 


\gain, since he owns none of the operat- 
ing interest in the property, as well as 
for other reasons, he will be entitled to 
no intangibles deduction with respect to 
the property. Further, although the sup- 
plier has furnished depreciable equip- 
ment, he owns no interest in that de- 
preciable equipment and has no de- 
preciable cost in the property and will 
not be entitled to any depreciation de- 
ductions. 

Both the driller and the supplier 
have made investments in the property, 
measured by the cost of the goods and 
services which they furnished, and are 
required to capitalize those costs as their 
depletable investment in the oil pay- 
ment which they have acquired, and 
must look to depletion on future in- 
come to recover their cost investment. 

The owner, under this example, is 
still the owner of the full operating 
rights in the property. However, he in- 
curred no costs in the drilling of the 
well, so he is entitled to no tangibles 
deduction for that drilling, and since 
he has incurred no cost in equipping 
the well, he has no depreciable basis in 
the equipment and is entitled to no de- 
preciation deductions on the equipment. 
Instead of incurring the costs himself 
and becoming entitled to intangible de- 
ductions and depreciation deductions, 
the owner has diverted income from the 
property from himself to the persons 
who actually incurred the costs. In this 
way, instead of deductions, he has ar- 
ranged to exclude the cost of these items 
from his income. 

\s a variation of the preceding ex- 
ample, if the owner, instead of assigning 
an oil payment to the drilling con- 
tractor for drilling and equipping the 
well and assigning an oil payment to the 
supplier for the equipment on the well, 
had assigned to an investor an oil pay- 
ment of $125,000 for cash, and if the 
owner had pledged himself to use the 
cash in drilling and equipping a well 
on the property, owner and investor 
would have entered into a sharing ar- 
rangement. Although the owner has re- 
ceived cash, he is not considered to have 
realized gain or taxable income for the 
reason that the cash is pledged and dedi- 
cated to the development of the prop- 
erty. This type of transaction, it will be 
noted, is expressly excluded from the 
lreasury Rulings relating to the sale of 
carved-out oil payments; that is, the as- 
signment of a carved-out oil payment 
where the proceeds are pledged or dedi- 





cated to the development of the prop- 
erty is not treated as the anticipatory 
realization of income from the sale of a 
carved-out oil payment.® In this ex- 
ample, the investor has acquired an oil 
payment at a cost to him of the sum of 
the cash paid to the owner. This cost 
represents his investment in acquiring a 
depletable property, 
which cost he will recover through deple- 


interest in the 


tion allowances. Since the investor's in- 
terest is a nonoperating interest, he will 
not be concerned with deductions for 
intangibles or concerned with deprecia- 
tion deductions on the equipment. 

When the owner receives the cash, 
dedicated to the development of the 
property, he will, as we have seen, have 
no taxable gain or loss. When he ex- 
pends that cash for drilling and 
equipping the well, although he is the 
owner of all of the operating interest, 
he is not incurring costs for intangibles 
or for equipment up to the amount of 
the cash received, so he is entitled to 
no deductions for intangibles and is en- 
titled to no depreciable basis or depre- 
ciation deductions on the equipment 
purchased with that cash.1° If he is 
obliged to spend his own funds in excess 
of the cash received from the assign- 
ment of the oil payment for intangible 
drilling and development costs, he will 
be entitled to the deduction for in- 
tangibles to the extent of that excess; 
and if he is obliged to spend his own 
funds for equipment, he will to the 
extent of his own funds acquire de- 
preciable basis in the equipment and be 
entitled to depreciation deductions. 

If the owner does not expend the full 
amount of cash received from the as- 
signment of the oil payment in the drill- 
ing and equipping of the property, then 
to the extent of the excess, he has 


entered into a mixed sharing arrange- 
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ment in which he has received cash in 
addition to the contribution to the de- 
velopment and will be subject to the 
tax consequences flowing from mixed 
sharing arrangements. 

Just in noted 
that the owner will be treated as having 


passing, it may be 


sold a carved-out oil payment to the 
extent of the excess cash and will be 
subject to the usual tax consequences 
flowing from a sale of carved-out oil 
payment. 
Summarizing, then, we are able to 
draw certain conclusions from this group 
of sharing arrangements wherein the 
owner of the full operating rights has 
assigned a nonoperating interest in an 
undeveloped property to an assignee as 
the sole consideration for a contribution 
by the assignee to the development of 
the property, which contribution may 
be made in the form of services, goods, 
equipment or cash pledged and used 
for development purposes. First, the as- 
signor will realize no gain or loss on the 
assignment of the interest, and will ap- 
ply his basis in the property, if any, to 
his remaining interest in the property. 
The assignor realizes no gain or loss on 
the receipt of the consideration for the 
assignment and is entitled to no deduc- 
tions and acquires no depletable or de- 
preciable cost or basis by reason of such 
contributions. Second, the assignee 
realizes no gain or loss on the receipt 
of the assigned interest. He is required 
to capitalize the cost to him of his con- 
tribution to the development as his de- 
pletable basis in the interest acquired. 
Since the interest of the assignee is a 
nonoperating interest, he is entitled to 
no intangibles deductions and, owning 
no interest in the equipment, acquires 
no depreciable basis in the equipment 
and is entitled to no depreciation deduc- 
tions with respect to the equipment. 





“Sand” and “quartzite” defined in terms 


of loose material and rock. The Com- 
missioner’s determination that the prod- 
uct mined by taxpayer was sand, rather 


than quartzite and that taxpayer was, 





therefore, entitled to only a > deple- 
tion rate (as against 15% for quartzite) 
is upheld. The court points out that, 
even though taxpayer’s product quali- 
fies as quartz by chemical composition 
or crystallographic arrangement of the 
substance, the particle nature of the 
mined product does not qualify it under 








the commonly understood commercial 


distinction (which Congress intended) 
between sand as a loose mass of granular 
material and quartzite as a compact 
granular rock. South Jersey Sand Co., 30 


TC No. 34. 


Premium on retirement of utility’s pre- 
ferred stock not a dividend. Public 
utilities may take a deduction for divi- 
dends paid on certain preferred stock. 
The purpose of this statutory provision 
[Section 247 of the 1954 Code.—Ed.] is 
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to put utilities using preferred stock 
financing in the same position as those 
using debt financing. Taxpayer re- 
deemed its $100 par value preferred at 
the redemption price of $120, and argues 
that the $20 premium is a dividend for 
the purposes of this deduction. The 
court concludes that the sections of the 
Code covering redemptions and liquida- 
tions of stock and the dividend provi- 
sions are mutually exclusive. According- 
ly, the redemption, which has the same 
tax effect as a sale, cannot be considered 
to include a dividend. Atlantic City Elec- 
tric Co., Ct. 


where part of an issue of preferred stock 


Clms., 5/7/58. Similarly, 
was exchanged for another preferred 
stock issue and cash, the cash is not a 
dividend for this purpose. Idaho Power 
Co., Ct. Clms., 5/7/58. 


Bagging cement included in depletion 
gross income. Taxpayer sold about half 
its cement in bags and half of it in 
bulk. In a prior proceeding the circuit 
court held that the finished cement was 
the first marketable product and deple- 
tion was allowable on gross income at 
that point, but they did not specifically 
pass on the question of whether sales 
proceeds allocable to the bagging were 
part of the gross income for depletion. 
This court holds that it is. By using the 
total sales figures to determine depletion, 
the circuit court inferentially held that 
baggit was an treatment 


1g ordinary 


process necessary for the marketing of 


part of taxpayer's cement. Dragon 
Cement Co., DC Me., 6/23/58. 
Bagging not an ordinary treatment 


process. The district court found that 
taxpayer's perlite could not be sold in 
any other form than an _ expanded 
bagged aggregate because of its soft con- 
sistency. The lower court held that tax- 
payer was entitled to compute his per- 
centage depletion on bagged expanded 
perlite. This court reverses as to the 
bagging of the perlite on the ground 
that bagging is not an ordinary treat- 
ment process. Uico Products, Inc., CA-10, 
6/10/58. 


Dry hole costs reduce depletable income 
in producing field. Intangible drilling 
and development costs incurred in drill- 
ing a non-productive oil or gas well in a 
producing field must be deducted in de- 
termining income from the producing 
property on which the percentage de- 
pletion limitation (27% of net) is com- 
puted if the dry-hole drilling was de- 


velopment of the same producing de- 
posit. However, the cost of drilling a 
non-productive well in an attempt to 
different and 
from the 
known producing zone is not deductible 


penetrate an _ entirely 


separate reservoir horizon 
from the income of the producing prop- 
erty unless an election to aggregate the 
separate deposits has been made. Rev. 
Rul. 58-231. 


Sale of turpentine is sale of trees; gain 
is capital. The Code permits capital- 
gain treatment of the disposal of timber 
under any contract by which the seller 
retains an economic interest. Taxpayer 
argued that its “lease” of the right to 
remove turpentine from standing pine 
was such a disposal. The court agrees; 
the turpentine gum was a part of the 
tree and the sale of it is the sale of part 
of a stand of timber. Since taxpayer's 
compensation was fixed as a percentage 
of proceeds of ultimate sale of the 
turpentine, it had the required economic 
interest. Brown Wood Preserving Co., 
DC Ky., 5/27/58. 

15% depletion allowed on quartzite 
though not refractory grade. The Code 
allows percentage depletion of 15% on 
quartzite, but only 5% on stone. The 
Commissioner and taxpayer agreed that 
quartzite is a form of stone and that 
taxpayer's product was commercially 
known as quartzite. However, though the 
Commissioner said he was not applying 
an end-use test, he refused to allow 15% 
depletion on taxpayer’s quartzite that 
did not have “the capacity for use as a 
refractory.” The court holds that to be 
limitation without statutory foundation. 
Though Congress did specify grades in 
certain other minerals, it did not limit 
quartzite to refractory grade. The Quart- 
zite Stone Co., 30 TC No. 47. 


Adjustment received on unitization is 
capital return. In unitization proceed- 
ings in 1950 taxpayer exchanged his 
interest in three oil wells for a smaller 
interest in the unitized field and _ re- 
ceived cash from production in reim- 
bursement for his pre-unitization de- 
velopment costs. The Tax Court held 
the consolidation of oil-producing prop- 
erties under centralized production man- 
agement, whether voluntary or involun- 
tary, is not an exchange of like prop- 
erties but a production or marketing 
arrangement, and the oil payments re- 
ceived are ordinary income subject to 


percentage depletion, not boot in a non- 


taxable exchange. This court reverses. 
It agrees that this is not a like-kind ex- 
change, but on the ground that ap- 
plicable state law would not so treat it. 
Looking to the substance of the trans- 
action, the court concludes that a_por- 
tion of taxpayer’s capital cost is being 
returned to place him on equal footing 
with other owners in the unitized field. 
This purpose would not be accomplished 
if the payment were taxed. Whitwell, 
CA-5, 6/30/58. 


Damage to adjacent land not includible 
in cost of stripmined coal. The court 
previously determined that the cost of 
surface land destroyed by strip mining 
of coal is part of the cost of the coal in 
determining depletion. The parties were 
unable to agree on the computation of 
the cost, the taxpayer arguing that it 
included the cost of adjacent land dam- 
aged by the strip mining in that water 
drainage was destroyed, an acid condi- 
tion of the soil created and access roads 
destroyed. The court agrees with the Goy- 
ernment that only the cost of the land 
actually 


destroyed in the process of 


stripping the coal can be included. 


Denise Coal Co., 29 TC 528. 


Rights to cut timber with unrestricted 
right to sell is a proprietary interest. 
If a taxpayer is granted a contractual 
right to cut and remove timber on a par- 
ticular tract of land, he has a proprie- 
tary interest in the timber which he cuts. 
If, in addition, at the time of the cut- 
ting he has an unrestricted right to sell 
the logs or use them in his trade or busi- 
ness, he is therefore entitled to the capi- 
tal-gain treatment. Rev. Rul. 58-295. 


Payments for promise to keep ship reg- 
istry American are ordinary income. 
During 1954 the Maritime Administra- 
tion had in effect a policy of permitting 
certain ships to be transferred to foreign 
registry only if others were retained as 
American. Persons desiring to obtain 
permission to transfer ships to foreign 
would pay others to contract to keep 
their ships American. To the recipient 
this is ordinary income. To the payor it 
is a Capital expense. Rev. Rul. 58-296. 
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NEW DEVELOPMENTS IN 


Fraud & negligence. 


EDITED BY HARRY GRAHAM BALTER, LL.B. 





° 


Innocent wife who signs joint return 


may not be liable for fraud penalty 


A NEW DECISION by the Seventh Circuit 
opens the door for relief of the 
innocent wife who had signed a joint 
return and against whom the Commis- 
sioner is assessing a fraud penalty in 
respect of acts of the husband. (Macias, 
CA-7, 1958, 255 F.2d 23). 

The problem usually arises this way. 
Suppose that, after audit, it is deter- 
mined that the joint return was fraudu- 
lent and there is added, in addition to 
the usual deficiency in tax, the 50% 
civil fraud penalty. Suppose further that, 
for good and sufficient practical reasons 
(usually because the taxes cannot be 
collected from the husband), Treasury 
seeks to impress the deficiency in tax and 
the substantial penalty against the wife 
who had signed the joint return. Is 
her property subject to the 50% fraud 
penalty as well as to the deficiency in tax 
itself? 

Since 1948 the majority of married tax- 
payers has filed joint returns. Section 
51(b)(1) of the 1939 Code made it clear 
that, “if a joint return is made, the tax 
shall be computed on the aggregate in- 
come and the liability with respect to 
the tax shall be joint and several.” (Sec- 
tion 6013(a)(3) of the 1954 Act is identi- 
cal.) 

\ssuming that the wife knowingly 
signed (or knowingly delegated her hus- 
band as her agent to sign for her) the 
joint return, then all of her separate 
property in non -community - property 
states and her separate property as well 
as her share of the community property 
in community-property states would be 
subjected to pay the total tax due on 
the basis of the joint return. 

Especially where death .or divorce 
terminated the marital status after the 
joint return had been filed, there aris2s 
a serious practical problem. 

It has always been assumed (on the 
basis of overwhelming authority) that, 
since the fraud penalty is construed to 
be a part of the deficiency in tax, the 





wife’s property would be subject to the 
fraud penalty even though she in no 
way participated in the husband’s fraud, 
had no knowledge of it, and did not 
even benefit from it. (The rule is dif- 
ferent where separate returns are filed; 
the fraud of the husband normally has 
not been imputed to the wife unless she 
knowingly participated in the fraud.) 
The Seventh Circuit now gives us an 
indication that a re-evaluation of what 
has been assumed to be the established 
rule is in order. 

In Macias at page 27, by way of 
dictum, the court questioned the sound- 
ness of this accepted rule: 

“This brings us to the fraud issue, 
on which the Tax Court also sustained 
the determination of the Commissioner 
that the returns for the taxable years 
filed by Arturo and petitioner [Arturo’s 
wife] were false and fraudulent, made 
with the intent to evade taxes. The issue 
here is whether that finding is supported 
by substantial evidence. .. . 

“It is not contended that petitioner 
committed any fraud; in fact, it is con- 
ceded that she had no knowledge of the 
payments received by Arturo prior to 
the time of his discharge in 1953. It is 
conceded that she had no income and 
that the income reported in the joint 
returns was solely that of Arturo. Under 
these circumstances, the assessment of 
penalties against her, based on_ her 
asserted fraudulent act in signing the 


returns, is shockingly harsh. It was con- 





cluded by the Tax Court, and is argued 
here, that such result is required under 
Sec. 51(b)(1) of the Internal Revenue 
Code of 1939.... 

“Three cases are cited in support of 
the contention that, where joint returns 
are filed, it is immaterial whether fraud 
is attributed to the husband or the wife. 
or both, since the liability is joint and 
several. Karn v. Commissioner, 3 Cir., 
210 F.2d 247, 252; Boyett v. Commis- 
sioner, 5 Cir., 204 F.2d 205,209; Howell 
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v. Commissioner, 6 Cir., 175 F.2d 240, 
241. The courts in these cases held that 
the language of the joint return provi- 
sion plainly made both parties liable for 
penalties as well as the tax. We think 
there is serious doubt as to whether the 
provision is reasonably susceptible of 
such construction. (See dissenting opin- 
ion of Judge Kalodner in Kann v. Com- 
missioner, . . .) The provision makes no 
mention of a penalty, but refers only to 
the tax. It would seem to us that ‘the 
liability with respect to the tax’ does not 
include a liability with respect to the 
penalty, which is a separate item from 
the tax and which is assessed because of 
fraud. We need not decide, however, or 
base our decision upon an interpreta- 
tion of the joint return provision, for 
the reason subsequently disclosed.” 

(The court proceeded to hold that 
there was no fraud on the part of the 
husband in not reporting certain in- 
come tainted with illegality). 

Judge his dissenting 
opinion, in Kann, also spoke by way of 


Kalodner, in 


dictum only and cited no authorities, 
simply stating: 

“The view which I have expressed 
makes it unnecessary to discuss the issues 
as to (1) whether Stella H. Kann filed a 
joirt income tax return with her hus- 
band W. L. Kann for the years 1937 and 
1938 and (2) whether, for either of such 
years, she is liable for a fraud penalty. I 
should like to note, however, that I am 
of the opinion that the returns were not 
joint and, even if they were, that there 
is no liability on the part of Mrs. Kann 
for a fraud penalty since the Govern- 
ment failed to discharge its affirmative 
burden of proof with respect to any 
fraudulent intent on her part to evade 
tax.” (3 Cir., 1953, 210 F.2d 247, 54-1 
USTC, Para. 9144, at page 45.230.) 

It may be well for taxpayers’ repre- 
sentatives to keep the Macias case in 
mind at the negotiation level and to 
stress that the case may be a harbinger 
of a change in judicial attitude. Nor is 
there lacking a sound basis in equity 
and fair dealing which should be present 
successfully to urge Congressional cor- 
rection of a situation which it would 
seem t9 me permits over-reaching hy 
Treasury in this situation. w 


New decisions 





Indictment against tax attorney dis- 
missed. Defendant is an attorney. The 
indictment charges him with advising 
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in the filing of a fraudulent return in 
that he failed to include the gain on a 
certain sale of stock in his client’s 1949 
this sale took 
place on December 30, 1949, the last 
business day of the year. At the closing 


return. The closing of 


defendant received a certified check on 
behalf of his client, but the check was 
received after normal banking hours. 
Even though the check probably repre- 
sented 1949 income, the court concludes 
that a jury could not possibly find so 
beyond a reasonable doubt. The indict- 
ment is dismissed. Unger, DC N. J., 3/ 


13/58. 


Consistent large understatement of in- 
come is evidence of fraud. Taxpayer, on 
his returns each year, showed only net 
amounts of income from some three to 
six sources. He conceded that he received 
income during the years in issue from 
nine to 11 different sources and in an 
amount far in excess of that reported. 
Fraud penalties were upheld. Although 
understatement of income, standing by 
itself, is not proof of fraud, the Tax 
Court held that the understatements of 
income were so large and occurred con- 
sistently over so long a period of time 
that it was difficult to believe they were 
due to anything other than a deliberate- 
ly fraudulent intent to evade taxes. This 
court afhrms. Woodham, CA-5, 6/5/58. 
Net worth computation rejected as in- 
accurate. The court rejects the Commis- 
sioner’s computation of net worth in- 
creases of taxpayer, a physician, during 
the last four years before his death. The 
Commissioner failed to “negative” the 
existence of substantial amounts of cash 
on hand at the beginning of the period, 
or to establish a reasonable estimate 
of the living expenses. Since the compu- 
tation is insufficient, no fraud is proved, 
and any deficiencies are held barred by 
the statute of limitations. Est. of Wat- 
kins, TCM 1958-127. 

Net worth methed sustained though 
taxpayer had bocks and records. The 
fact that an owner of a retail plywood 
and war surplus business employed a 
single-entry system and maintained some 
books and records does not prevent the 
Commissioner from utilizing the net 
worth method to show that the income 
reflected on the books was in fact in- 
correct. The court finds the net worth 
computation as modified by stipulation 
accurate sustains the 


and negligence 


penalties for failure to maintain and 
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preserve adequate records. Estate of 


Teel, TCM 1958-101. 


Stockholder diverted funds to personal 
fraud sustained. The Tax 
Court found fraud in the returns filed 
by both a corporation and its stock- 


account; 


holders. This court affirms. The corpora- 
tion operated taxicabs, buses, limousines, 
etc. Its records were kept by a full-time 
bookkeeper whose work was supervised 
(though not audited) by a CPA firm 
which prepared the tax returns. In 1946 
one of the employees of the accounting 
firm became suspicious that all of the 
receipts of the business were not de- 
posited in the regular bank accounts, but 
were going into an account of the wife 
of the sole stockholder. By 1948 he was 
sure of it and showed that some $10,000 
was so diverted in that year. Correction 
of the books was made and the return 
filed that The Com- 
missioner examined the returns back to 


included income. 
1942 and asserted deficiencies and fraud 
penalties. The corporation argued that 
the stockholder-executive was ignorant 
of accounting matters and relied on the 
accountants to include his income from 
The 
that the concealment was deliberate and 


all sources. court finds, however, 
that the accountants were purposely mis- 


informed. Bender, CA-7, 7/1/58. 


Reconstruction of inceme from illegal 
operations upheld. This case has been 
shuttling back and forth, the circuit court 
having twice criticized the factual basis 
on which the Tax Court upheld the 
Commissioner’s computation of net in- 
come. He had simply multiplied the 
number of anesthetic pills by taxpayer's 
usual charge for an illegal operation. 
The 
beds available, working hours, etc., to 


Tax Court now recites other facts: 


support the original estimate. Est. of 
Mac Crowe, 30 TC No. 61. 


Dealer’s returns did not agree with re- 
ports to GM; guilty verdict upheld [Cer- 
tiorari denied]. On appeal from his con- 
viction for willful evasion, taxpayer 
argued that it was not enough to show 
that his returns did not agree with his 
books; the books must be shown to be 
correct. The court holds the jury justi- 
fied in accepting the books; they were 
kept under the system prescribed by 
Pontiac for its dealers and were obvious- 
ly designed to reflect true income. Fur- 
thermore, taxpayer submitted detailed 
signed statements to GMAC in connec- 
tion with his financing of cars sold. The 


differences: between the books and the 
returns, immediately obvious to the ex- 
agent, apparently ex- 
plained as due to write-downs of the 
inventory of used cars, generally over- 


amining were 


stated in the sale so ds to meet wartime 
credit controls. The court saw no justi- 
fication for this in view of the reduction 
to market already made on the books. 
The Fifth Circuit affirmed. Moore, cert. 
den., Sp Ct., 6/23/58. 


Net worth method and fraud penalty 
sustained [Certiorari denied]. The fraud 
penalty was assessed against taxpayer for 
the years 1942-1945. Taxpayer sold autos, 
boats, machinery and engaged in other 
activities including stock market opera- 
tions. He kept no records except for 
some invoices and sales slips. The Tax 
Court held that the Commissioner was 
justified in using the net worth method 
and sustained the fraud penalty. Be- 
cause of the finding of fraud, the statute 
of limitations had not run on any of the 
years 1942-1945. For 1946 and 1947 in- 
come was recomputed from taxpayer's 
fragmentary records and only the negli- 
gence penalty was asserted and sustained. 
The Seventh Circuit affirmed. Lusk, 
den., Sp. Ct., 6/23/58. 


cert. 


Tax deficiencies and penalties do not 
affect net computation. In a 
previous decision this court remanded 


worth 


the case to the Tax Court to strike the 
fraud penalty on the wife because a joint 
return had not been filed. On remand, 
taxpayer attempted to raise the issue of 
whether the tax deficiencies and penal- 
ties should be deducted from his net 
worth in computing income under the 
This court 
affirms the Tax Court holding that this 


net worth method. now 
new issue is not within the mandate for 
review. At any rate, the court finds no 
merit to taxpayer’s contention since the 
tax and penalties would not be proper 
deductons in arriving at taxable income. 
Romm, CA-4, 5/16/58. 


Constitutionality of estimated tax pro- 
visions upheld [Certiorari denied]. Tax- 
payer attacks the constitutionality of the 
estimated tax provisions because they re- 
quire tax payments based on a “guess” 
at a time when possibly there has been 
no income. The Ninth Circuit found no 
merit to these objections. The system 
of estimating taxes is an appropriate 


system for collecting taxes authorized by 
the Sixteenth Amendment. Erwin, cert. 
den., 5/19/58. 


— 
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_ NEW DEVELOPMENTS IN 


tate & local taxation 


EDITED BY JOSEPH P. STAPCHINSKAS 





States vary widely in personal 


and dependency allowances 


Ts MEN WHO PREPARE returns for 
clients in various states know some- 
thing of the large number of variations 
that the states have worked out on the 
relatively simple idea of personal ex- 
emptions and dependency allowances. 
Che Federation of Tax Administrators 
recently surveyed these provisions in 
each of the 29 states and the District 
of Columbia that has an income tax. 
It reported that the present form and 
level of personal exemptions are at- 
tributable to various purposes and de- 
velopments. The protection of a sub- 


sistence level of income—when the “‘sub- 
sistence” level was construed as much 
lower than at present—was one of the 
explanations given for the original in- 
clusion of personal exemptions in in- 
come tax statutes. Other explanations 
were the furtherance of the ability-to- 
pay principle by making family size a 
consideration in computing tax liability 
and the administrative convenience re- 
sulting from cutting the smallest tax- 
payers from the rolls. 

Five of the 29 taxing states use tax 
credits—the deduction of fixed amounts 
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from tax liability instead of from net 
income—in order to emphasize the effect 
of their graduated tax rate structures. 
The differences in the relative allow- 
ances for the taxpayer, spouse and de- 
pendent reflect varying opinions, from 
the point of view of need or equity, as 
to whether a single taxpayer should be 
allowed a deduction which is smaller, 
greater, or the same as the deduction for 
a spouse or a dependent. 

The trend toward conformity of state 
income tax statutes with Federal law has 
made the Internal Revenue Code a 
principal influence in establishing the 
level of state personal exemptions. The 
adoption of flat sum exemptions by the 
Congress in 1944 has made similar pro- 
vision fairly common among the states. 
The Federal Government’s allowance of 
additional exemptions for the blind in 
1943 and for persons over 65 in 1947 has 
stimulated a spread of such provisions 
which is still continuing. 

The present status of personal exemp- 
tions in state income tax laws also re- 
flects the fact that they have been a fre- 








STATE INDIVIDUAL INCOME TAXES. JANUARY 1, 1958 
Federal Income Brackets 

Tax Rate Personal Exemptions Tax Lowest Highest 
State Range (%) Single Married Dependents Deductible (ends) (begins) 
Ala. 1.5- 5.0 $1,500 $3,000 $300 x $ 1,000 $ 5,000 
Ariz. 1.0- 4.5 1,000 2,000 600 x 1,000 7,000 
Ark 1.0- 5.0 17.50 35° 6 _ 3,000 25,000 
Cal. 1.0- 6.0 2,000 3,500 400 _ 5,000 25,000 
Col. 1.0-10.0" 750 1,500 750 x 1,000 11,000 
Del. 1.5- 8.0 600 1,200 600 _ 1,000 8,000 
Ga. 1.0- 6.0 1,500 3,000 600 _ 1,000 10,000 
Ida. 2.0- 8.0" 700 1,500 200 x 1,000 5,000 
Ia. .75-3.75 15? 30° 7.50? x 1,000 4,000 
Kan 1.0- 5.0 600 1,200 600 x 2,000 7,000 
Ky. 2.0- 6.0" 12? 24? 12? x 3,000 8,000 
La. 2.0- 6.0 2,500 5,000 400 x 10,000 50,000 
Md. 2.0 800 1,600 800 = Flat Rate 
Mass 3.075 2,000 2,500* 400 x Flat Rate 
Minn. 1.0-10.0° 10° 30° 10° x 1,000 20,000 
Miss. 2.0- 6.0° 4,000 6,000 _ - 5,000 25,000 
Mo. 1.0- 4.0° 1,200 2,400 400 x 1,000 9,000 
Mont. 1.0- 5.0 600 1,200 600 x 1,000 7,000 
N. M. 1.0- 4.0 1,500 2,500 200 x 10,000 100,000 
Bs 2.0- 7.0° 1,000 2,500 400 — 1,000 9,000 
i OF 3.0- 7.0 1,000 2,000 300 - 2,000 10,000 
N. D. 1.0-11.0 600 1,500 600 x 3,000 15,000 
Okla. 1.0- 6.0 1,000 2,000 500 x 1,500 7,500 
Ore. 3.0- 9.5 600 1,200 600 x 500 8,000 
5. <. 2.0- 5.0 1,000 2,000 400 x* 2,000 6,000 
Utah 1.0- 5.0 600 1,200 600 x 1,000 4,000 
Vt. 2.0- 7.5 500 1,000 500 _ 1,000 5,000 
Va. 2.0- 5.0 1,000 2,000 200 — 3,000 5,000 
Wis. 1.0- 8.5" i 14 Yi x* 1,000 14,000 
D.C. 2.5- 5.0 1,000 2,000 500 ~ 5,000 25,000 
1 Basic rates are reported. Surtaxes are imposed by Idaho (10 per cent on amounts over $2,000); Kentucky (10 to 30 per cent); 
Minnesota (10 per cent; Mississippi (14 per cent); and Wisconsin (20 per cent). Credits were allowed by Colorado (15 per cent) 
for 1957 and New York (10 and 15 per cent) for 1956. 
2 Exemption is in the form of a tax credit. 
8 Minimum allowance. Spouse’s earnings up to $2,000 are deductible. : 
4 The deduction in Delaware is limited to $300, in South Carolina to $500 and in Wisconsin to 3 per cent of net income. 
5 Less fixed deductions ranging from $5 to $135 
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quent item in state programs for rev- 
enue revision. In the present decade 
personal exemptions have been revised 
by about two-thirds of the income tax 
several than one 


states, in by more 


legislative session. More than half of the 


enactments resulted in a heavier burden 
for the taxpayer. Almost consistently, 
those states which lowered personal 
exemptions did so at sessions in which 
revenue-raising legislation was adopted. 

Apart from revenue considerations, 
involving 
1950 


chiefly with the so-called “humanizing 


legislation personal exemp- 


tions since has been concerned 
provisions.” In the last eight years, some 
one dozen states provided for additional 
exemptions for either or both the blind 
and the aged. Child care deductions were 
enacted by Arizona, Georgia, Maryland, 
New York 


states have made provision for educa- 


and Oregon, and _ several 


tional credits for students. 


Characteristics of personal exemptions 

The personal exemptions and tax 
credits range for single persons from 
$500 in Vermont to $4,000 in Mississippi 
and for married couples from $1,000 to 
$6,000 in The de- 
pendency allowances range from $200 in 
Idaho, New Mexico and Virginia to 
$800 in Maryland. 


On income from employment, busi- 


these same states. 


Massachusetts, 
$2,000 ex- 
emption, permits a credit of $500 for a 


ness or a_ profession, 


which allows individuals a 
husband or wife earning less than $2,000. 
If the the 
ance for the spouse is $2,000 plus such 


spouse has income, allow- 
income up to a 
$4,000. 


For the five states with tax credits in- 


total exemption of 


stead of deductions, the allowances for 
single persons range from $7 in Wis- 
consin to $17.50 in Arkansas. For mar- 
ried persons, the range is from $14 to 
$35 in the same states and for depend- 
ents from $7 in Wisconsin to $12 in 
Kentucky. 

Among the 29 income tax states, flat 
sum allowances have been adopted by 
11 states. The $600 per unit exemption 
allowed by the Federal Government is in 
effect in Montana, 


Delaware, Kansas, 


Oregon and Utah. A flat sum exemp- 
tion of $500 is in effect in Vermont, of 
$750 in Colorado and of $800 in Mary- 
land. Per unit tax credits are allowed 
in Kentucky, $12; Iowa, $12; and Wis- 
consin, $7. Eleven of the remaining 
and the District of Columbia 


provide for equal allowances for the 


States 
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taxpayer and spouse and for smaller 
allowances for dependents. Four states, 
Idaho, Minnesota, New York and North 
Dakota allowed married taxpayers more 
than double the allowance for single 
taxpayers. In another four, California, 
Massachusetts (on a minimum allowance 
basis), Mississippi, and New Mexico, the 
single taxpayer receives more than half 
of the exemption permitted married 
taxpayers. 

Additional exemptions for the blind 
have been allowed in 18 states and for 
persons 65 years of age and over in 13 
states. Each of the states (and the Dis- 
trict of Columbia) which allows addi- 
tional exemptions for the aged extend 
this the The 
states which allow an additional exemp- 
tion to the blind but not to the aged 
are Arizona, 


allowance to blind. five 


Massachusetts, 
North Carolina, and Utah. The 13 states 
which have supplemented the allowances 
for both 


California, 


categories of taxpayers are 


Colorado, Delaware, Georgia, Kansas, 
Kentucky, Maryland, Minnesota, Mon- 
tana, New York, North Dakota, Oregon, 
Vermont, and Virginia. 

In all of these 13 states, the same al- 
lowances are granted both blind and 
aged taxpayers. In Minnesota, however, 
an additional $10 tax credit is allowed a 
single taxpayer who is 65 years of age 
or blind, while for married couples, 
each spouse who is 65 years of age or 
blind receives an additional $15 credit. 
In Oregon, as a result of legislation en- 
the additional 
exemption for the blind is $600 plus an 


acted in November 1957, 


$18 credit, while aged taxpayers and 
spouses receive $12 credits. 

For the states which have flat sum 
allowances (except Oregon), the addi- 
tional exemptions for the blind or the 
aged are the same amount as the basic 
and North 


Carolina give blind taxpayers an addi- 


allowances. Massachusetts 
tional exemption equivalent to the basic 
allowance for a single taxpayer. In 
Georgia and North Dakota, the addi- 
tional allowance for both the blind and 
the aged is the same as the allowance for 


dependents. Both Arizona and Cali- 
fornia grant additional allowances of 
$500 for the blind. In Arizona, this 


allowance is $100 less than that for de- 
pendents and in California, $100 more 
than that for dependents. In Virginia, 
the blind and the 


aged are $400 more than for dependents 


allowances for the 


and $4100 less than for the taxpayer. New 
York provides a $400 additional allow- 
ance for the blind and the aged which 


is reduced by the amount by which the 
taxpayer's gross income exceeds $6,000. 


Baltimore ad tax declared 
unconstitutional 

THe BAttimore City ADVERTISING TAX 
violates the freedom of the press and 
is, therefore, unconstitutional. This de- 
cision of Circuit Judge Joseph L. Carter, 
following the repeal early this year of 
the tax itself, will probably serve as a 
deterrent to other cities which have been 
looking toward a similar tax as a possible 
source of revenue for themselves. 

An attorney for the city of Baltimore 
said the decision would be appealed, and 
accordingly taxpayers will have to wait 
a while for their refunds which may be 
due if the law is held invalid on appeal. 
If the law is sustained, refunds amount- 
ing to thousands will not be due. 

The levy, passed on November 15, 
1957, consisted of twin ordinances im- 
posing a 4% tax on advertisers and an- 
other 2% on gross receipts of newspapers 
the 
sale of space and time. The newspapers, 


and other advertising media from 
however, bore the brunt of it since TV 
and radio stations and other media were 
granted exempt sales. As a result, radio 
and TV stations paid 6.5% of the total 
tax at 4% and 6.14% 
2%, as opposed to 86.22% of the first tax 


of the total tax at 


) 


€ 
and 88.5% of the second paid by the 
newspapers. 

Seventeen lawsuits, including a joint 
complaint filed by 16 of Baltimore’s 
eading retail merchants, were instituted 
against the Mayor and the City of Balti- 
more, presenting a variety of arguments 
against the tax. Judge Carter, in his de- 
cision, stated that many of these argu- 
ments held considerable weight; how- 
not find it 
any of them 
amounted in effect to a direct tax against 


ever, he did necessary to 


evaluate since the tax 
newspapers and the issue of freedom of 
the press was a sufficient one on which 
to base his decision. 

“Evidence shows,” he said, “that these 
Baltimore advertising taxes are not or- 
dinary forms of taxes, but actually are 
single in kind and unique. The only 
precedent in this country is the Huey 
Long tax struck down in the Grosjean 
case.” This refers to a Louisiana statute 
imposing a tax of 2% on the gross re- 
ceipts from advertising in all newspapers 
having a circulation of more than 20,000 
in the state. At that time there 
only two newspapers in Louisiana with 
circulations above 20,000. The U. S. 


were 
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Supreme Court, in the famous Grosjean 
v. American Press Company decision, de- 
clared the tax unconstitutional. This de- 
cision made the point that the tax 
“thus operates in a double sense. First, 
its effect is to curtail the amount of rev- 
enue realized from advertising; and 
second, its direct tendency is to restrict 
circulation. This is plain enough when 
we consider that, if it were increased to 
a high degree, as it could be if valid... 
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Food for immediate consumption not 
groceries. The exemption of “general 
groceries” in the Florida sales tax statute 
does not apply to such food products as 
fruit and vegetable juices, milk and milk 
products packaged on the premises for 
immediate consumption on or near 
there as distinguished from sales for 
table and household use. The court held 
that these items could not, when pack- 
aged for immediate consumption, be 
construed to be for the table and house- 
hold use and therefore could not be 
considered as “general groceries” regard- 
less of whether they were served as part 
of a meal or eaten separately on the 
premises. Stuckey’s of Fanning Spring, 
Sp. Ct. Fla., 12/13/57. 


N. J. taxation director's discretionary 
evaluation of property sustained. In 
computing the 1955 ratio of assessed to 
true value of real estate required for 
school-aid apportionment, the director 
excluded a sale whose validity could not 
be established prior to the closing date. 
In computing the 1956 ratio, the direc- 
tor decided to include 1955 sales also, in 
order to broaden the statistical base. 
However, against the protest of the city, 
which would have benefitted substan- 
tially by its inclusion, he continued to 
exclude the sale mentioned above whos2 
validity had subsequently been estab- 
lished. He did so on the theory that the 
list of sales finally determined for each 
year should be final and conclusive and 
not subject to reopening. and that it 
would be an intolerable burden to re- 
examine the entire process merely be- 
cause there were a few isolated cases of 
mistaken exclusion or inclusion. The 
court upheld the director saying that the 
duty imposed on the director to com- 
pute the ratios is a task of great com- 
plexity, involving literally 
subordinate 
tions, and that so long as his methods are 


scores of 


thousands of determina- 





it might well result in destroying both 
advertising and circulation.” 

Quoting from this, and adding that, 
if there were no general real estate tax 
in Baltimore, a tax on the real property 
of newspapers only would be unconstitu- 
tional as a violation of the freedom of 
the press, Judge Carter stated that “this 
is the practical application of the prin- 
ciple that the power to tax may be the 


A 


power to control or destroy.” w 





fair and reasonably related to the ulti- 
mate objective of achieving fairly ac- 
curat? approximations of the ratios be- 
tween true and assessed value, his ulti- 
mate determination cannot be _ chal- 
lenged merely because a different method 
in any part of the complex process could 
be equally reasonably defended. Bay- 
onne, 49 N. J. Super. 230, 189 A.2d 424, 
3/10/58. 


Sales tax exemptions apply to use tax. 
Courts in two states recentiy ruled that 
sales tax exemptions apply to use taxes 
even though the latter laws may not 
specifically include such provisions. In 
1955 the Illinois legislature amended the 
retailers’ occupation (sales) tax by ex- 
cluding the value of trade-ins from tax- 
able gross receipts. In the same year, 
however, a use tax was enacted which 
did not contain this exclusion and it 
was under this law that the state imposed 
its tax on trade-ins. The court perman- 
ently enjoined the taxation of trade-ins 
ofi the basis that the use tax was in- 
tended to be complementary to the sales 
tax and that specific exemptions from 
the sales tax were also to be treated as 
exemptions from the use tax. Walston 
Aviation, Cir. Ct. Cook Cnty, 3/7/58. 
A private zoo operating for profit had 
acquired animals from an_ out-of-state 
source. It asserted these purchases were 
occasional and isolated transactions since 
neither it nor the seller was in the busi- 
ness of selling animals. In upholding 
the taxpayer, the court ruled that oc- 
casional and isolated sales were exempt 
from use tax even though the particula: 
provision of the Florida statute exempt- 
ing such sales applied in terms to the 
sales tax only. It held that the intent of 
the statute was that the use tax should 
be levied on out-of-state purchases in the 
same manner as the sales tax on intra- 
state purchases. [See also State of Ala- 
bama v. Bay Towing & Dredging Co., 
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Inc., 90 So. 2d 743 (1956), which reached 
a similar result.—Ed.] Pedersen, Sp. Ct. 
Fla., 12/18/57. 
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Real property must be assessed at cash 
value. The Idaho Supreme Court has 
held, unanimously, that all real property 
must be assessed at full cash value, de- 
fined in the opinion as the value at 
which the property would be taken in 
payment of a just debt due from a sol- 
vent debtor, or the amount the prop- 
erty would sell for at a voluntary sale 
made in the ordinary course of business. 
The general basis of valuation previous- 
ly prevailing was based on the replace- 
ment cost system set up in the manual 
provided by the tax commission. This 
system used a base period of 1937-1941 
and the assessment standard was 35% of 
the replacement cost less depreciation. 
The court noted that “Replacement cost 
at a fixed time, less allowed depreciation, 
would not in itself determine the cash 
value, market value, or full cash value.” 
It held that such other criteria as in- 
come, location, cost, and actual cash 
sales value should have been considered. 
Officials commenting on the holding ex- 
pected that its effects would be far- 
eaching. Farmer, Sp. Ct. Idaho, 325 
P.2d 278, 4/23/58. 


Real and personal property assessment 
methods may differ. The court denies 
relief to a taxpayer suing for a refund 
of personal property taxes on the ground 
that personal property was assessed at 
40% and real estate at 14% of its true 
value. The statutory standard was 50%, 
of market value. The court holds that 
the plaintiff may not recover since there 
was no showing that the assessment on 
his personal property differed from the 
assessments placed on property of the 
same class belonging to other taxpayers. 
In the opinion of the court, if the treat- 
ment accorded various classes of prop- 
erty is consistent, there is no lack of 
uniformity or discrimination in a sens? 
that could be said to constitute a fraud 
against the taxpayer. Columbia River 
Paper Mi'ls, Sp. Ct. Clark County, 


Vash., 2/27/58. 





The reports here on _ significant 
new state tax decisions are provided 
through the cooperation of the 
Federation of Tax Administrators. 
They are adapted from Tax Ad- 
ministrators News. 
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IRS rejects real estate syndicate; after 


Glickman ruling, where does new case miss? 


oe ESTATE MEN have been working 
hard in recent years to find ways 
and means of making it possible for 
small investors to share in ownership 
of large properties. Legislation which 
would have given real estate investment 
trusts the same tax status as mutual 
funds was, after much effort, passed by 
Congress last year and, though it met 
veto at the hands of the President, hope 
is not dead that eventually this form of 
investment will be available. Another 
road to the same result—avoiding the 
corporate tax on earnings available for 
the investors—is by use of a partnership 
to own the property. Here the difficulty 
is generally the practical one of achiev- 
ing a workable organization without 
running afoul of the Treasury which, of 
course, will insist that the “partnership” 
is taxable as a corporation if it has the 
characteristics of a corporation, espe- 
cially centralized management, a life in- 
dependent of the lives of the partners 
and easy transferability of interests. 
Two recent real estate syndicates pre- 
sent the contrast of success and failure 
in meeting the Treasury tests. The suc- 
cessful one made its debut in a whole 
special section of a recent Sunday issue 


of The New. York Times, which in- 
cluded, along..with other information, 
the Treasury ruling approving the 


limited partnership. The unsuccessful 
one appeared as a case on the Tax 
Court docket (Detroit Park Sheiton, No. 
72795). 

The New York syndicate is 
formed by Louis J. Glickman, a well 
known New York realtor, to buy the 
General Motors Building. This syndi- 


one 


cate, if it is successful in carrying out its 
proposed public financing, will have 
thousands of limited partners. It will 
have three general partners who have 
the right to buy or sell property, borrow, 
mortgage and sublease. The partnership 


will terminate on a fixed date or on the 


bank- 
ruptcy of a general partner. Limited 
partnership interests may be assigned 
and, with the consent of the general 
partners, the assignee may become a 
substituted limited partner. The plan 
is for the partnership to sublease the 
building to a Glickman 
the actual 


previous death, retirement or 


corporation 
which will do management 
work. 

Thus this arrangement which appears 
to be practically workable is enough un- 
like a corporation to qualify for the 
Treasury ruling that it is a partnership. 

The the Detroit Park 
Shelton arrangement are sufficiently dif- 
ferent to provide an interesting con- 
trast. It is unfortunate that the pleadings 
on this case do not show precisely the 
point the Commissioner is attacking. It 
would appear from the formal provi- 
sions of the venture agreement that 
there was less centralization of manage- 
ment and more difficulty in transferring 
interests than in the Glickman deal. And 
the Detroit Park Shelton venture would 


details of 


also terminate on death of an owner. 
A clue to the difficulty with the IRS may 
be in the implication in the pleadings 
that the original owners have availed 
themselves of the right to dispose of part 
of their interest. The IRS may be seek- 
ing to apply the similarity-to-a-corpora- 
tion test to the venture as composed of 
all these parties holding an interest in 
the shares of the original venturers 
rather than to the venture as first or- 
ganized. 

The Park Shelton Hotel was bought 
in 1953 by only three individuals acting 
as tenants in common. Thereafter, and 
throughout the fiscal years involved, the 
hotel was leased on a net-lease basis to a 
corporate tenant which undertook the 
complete management and operation of 
the entire property. 

The “joint venture” agreement, en- 
tered into by the three owners, con- 


tained the following relevant provision: 

The agreement is to continue until 
the venture’s property has been dis- 
tributed or otherwise disposed of un- 
less sooner terminated by the death of an 
owner. After the death of any owner 
the joint venture is to terminate at the 
expiration of the fiscal year wherein such 
death occurs, but the personal repre- 
sentative of such deceased owner is em- 
powered to continue as a successor owner 
and the exercise of such an election shall 
operate to create a new joint venture 
which is to operate identical 
terms and conditions. Provision is also 


under 


made for the other owners to obtain the | 


interest of any owner who is adjudicated 
bankrupt. 

Each owner was authorized to enter 
into sub-agreements with other persons 
whereby such other person or persons 
may acquire the right to receive a por- 
tion of the owner’s interest in the dis- 
tribution and proceeds realized by the 


owner from his proportionate share of 


the hotel property. It is expressly pro- 
vided, however, that such an arrange- 
ment shall not operate as an assignment 
of an owner’s interest as regards the par- 


ticular owner’s relationship with his co- | 








owners. Apparently, although the peti- | 


tion is not clear in this respect, the | 


owners must have availed themselves of 
this privilege. Furthermore, no actions, 
other than ministerial duties, are to be 


taken by the owners on behalf of the 


joint venture except by the action of 
every owner. The three owners are ex- 
pressly prohibited from delegating gen- 
eral authority to exercise such non-minis- 
terial functions as selling the property, 
modifying the lease, effecting substan- 
tial repairs, refinancing, etc. 

Any owner is authorized to dispose of 
his interest, but the other owners must 
be given the right first to reject the offer- 
ing owner’s interest at a prescribed price, 
before such offeror may sell his interest 


at a public or private sale. Also, at any 


time the owners of a majority of the 
interests in the joint venture may elect 
to purchase the interest of the other 
owner at a prescribed price or alterna- 


tively they may liquidate the joint ven- | 


ture. 
The petition discloses little about the 
actual operation of the venture, but it is 


an extremely interesting speculation 


whether the Tax Court will find in its 
organization and operation the existence 
of the two essential characteristics neces- 
sary to classify an organization as an 
association taxable as a corporation, 
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namely, continuity of existence and cen- 
tralized management. * 


Inadequate agreement brings 
tax woes to Shuberts 


[HE COSTLY AND VEXATIOUS results of 
failure clearly to define the rights of 
the partners in the partnership agree- 
ment itself are pointed up in a new 
the docket, 


involves an estate engaged in 


case now on Tax Court 
which 
litigation not only with the Commis- 
sioner, but also with the surviving part- 
ner. 

Ihe estate of the late theater owner, 
Lee Shubert, is currently embroiled in 
lax Court litigation (Docket No. 72946) 
involving an estate tax deficiency of 
nearly $9 million that might well have 
been obviated had the partnership agree- 
the 
brothers been clearer. 


ment between famous Shubert 

Lee and J. J. Shubert were the only 
members of a partnership which owned 
all or most of the stock of a large num- 
ber of corporations engaged in various 
theatrical enterprises, including the 
ownership of theaters, real estate, and re- 
lated properties. The agreement between 
them had no provision detailing the 
rights of the partners upon the dissolu- 
tion of the partnership, by death or 
otherwise. 

The executors of Lee Shubert valued 
his partnership interest at $12 million; 
the the 
same interest is $24.8 million. That is 
the issue in the current Tax Court case. 


Commissioner’s evaluation of 


rhe executors claim that, in the absence 
of any agreement as to the disposition 
of partnership assets, the rights of the 
estate should be determined under the 
laws of New York state. 

As a result of litigation in the state 
courts between J. J. Shubert, the sur- 
viving partner, and his brother’s execu- 
tors, a court-appointed referee is now 
preparing an accounting. The executors 
are, therefore, contending in their Tax 
Court petition that, until the referee’s 
has and 
cepted, there is no basis for the Govern- 


decision been submitted ac- 
ment’s conclusion that Lee Shubert’s in- 
terest in the partnership was worth $24.8 


million. w 









me ; ee 

i New decisions 
Agreement to share profits does not 
make parties joint venturers. An agree- 
ment made by taxpayer, an owner of 


real estate, with her lawyer and real 
estate broker to share in the sales pro- 
ceeds on a 60-20-20 basis after she had 
recovered her cost, is held to be essen- 
tially a contract for the performance 
of services, rather than a joint venture. 
Accordingly all of the profits attributable 
to the sales were properly includible in 
tuxpayer’s gross income in the year of 
sale. The taxpayer had included only 
60% of the proceeds in her income in 
the year at issue; the court required her 
to include the full 100%. No deduction 
is allowable for the other 40% because 
the lawyer and broker were not paid 
during the year. Ewing; TCM 1958-115. 


Family partnership upheld. Various part- 
nerships created by the wives and family 
members of ;two principal stockholders 
of a corporation engaged in selling buses 
are held entitled to recognition as sep- 
arate entities; proper business motives 
prompted the formation of the partner- 
ships; the partners were financially re- 
sponsible, risked their credit, agreed to 
share profits and losses, actually with- 
drew substantial profits, and on dissolu- 





Stipend to medical resident is non- 
taxable fellowship. Taxpayer was a par- 
ticipating physician in a graduate train- 
ing program in psychiatry at a _psychi- 
atric institute. The institute served as a 
research and education center. ‘Tax- 
payer’s training included participation 
in the treatment of patients, as well as 
seminars and lectures. Degrees were not 
awarded, but the purpose of the train- 
ing was to secure certification by the 
American Board of Psychiatry. Since the 
primary purpose was the furthering of 
taxpayer's education, rather than render- 
ing services for the institute, the stipend 
of $3,400 received by him qualifies as a 
non-taxable fellowship grant. Wrobleski, 
DC Penna., 5/19/58. 


Buyer’s S&L deposit, pledged, not seller’s 
income. ‘Taxpayers were partners in the 
residential construction business, report- 
ing the income on the completed con- 
tracts method. They contracted to sell 
one house for $16,900; the buyer was to 
$4,000 down and secure S&L 
mortgage $12,900. However, the 
bank appraisers would permit a loan of 
only $10,900. It was agreed that the bank 
would lend $12,900 on the purchaser's 
notes, but only $10,900 would be cash. 


pay an 


for 


New miscellaneous decisions this month 
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Taxation of partnerships « 


tion received their respective interests in 
the assets of the partnerships. Wagner, 
TCM 1958-112. 


Purported husband-wife partnership for 
years 1944-1947 invalid. Applying the 
“intent to conduct business” test, the 
Tax Court found that taxpayer and his 
wife were not partners. There was no 
indication of capital contribution by 
the wife nor a participation by her in 
the management or daily affairs of the 
business. This affirms. Powell, 
CA-5, 6/24/58. 


court 


No intent that wife act as partner. In 
consideration of the receipt of a loan 
from his father-in-law, taxpayer agreed 
to share equally with his wife any 
profits (but not losses) from an invest- 
funds. The 
to recognize the wife as a partner for 


ment of the court refuses 
tax purposes. No money was contributed 
by her, no accounting was made to her, 
and her acquiescence in the arrangement 
between and father was 
considered essentially a personal family 
affair. Williams, CA-5, 6/17/58. 


her husband 


the additional $2,000, the bank 


issued a certificate of deposit. This cer- 


For 


tificate was, with the cash, turned over 
to taxpayers in payment for the house. 
However, taxpayers were required to 
assign the certificate back as additional 
security for the buyer’s notes. The value 
of the the 
holds, be included in determining the 


certificate need not, court 
profit on the sale of the house. The pay- 
ment of the $2,000 was subject to such 
uncertainty that the right to receive it 
is not taxable. Barham, CA-4, 5/27/58. 


Net worth determination upheld; fraud 
penalties imposed. The Commissioner 
determined the net income of taxpayer, 
who was in the wholesale produce busi- 
ness, by the net worth method. Taxpayer 
did not contest the use of the method 
and the the 
sioner’s computation with some adjust- 


court sustains Commis- 
ments. It holds further that taxpayer's 
of underreporting 
large amounts of income, his failure to 


disclose receipts in excess of OPA ceiling 


consistent pattern 


prices and his criminal conviction for 
filing a fraudulent return on behalf of 
his wife for one of the taxable years con- 
stitute sufficient evidence to support the 
fraud penalties. Schultz, 30 TC No. 23. 
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Congress expected to pass many important 


tax bills before session ends 


A’ ConGREss DRIVES for adjournment, 
it is completing work on tax legisla- 
tion of major importance. Though no 
rate cuts are expected, the numerous 
technical changes will bring relief to 
many taxpayers. We will be reporting 
on the changes actually made; meantime 
here is a rundown of the legislation now 
in the works. 


Small business 

This is going to make major changes 
in your tax planning for smaller taxpay- 
ers, if the Senate, whose Finance Com- 
mittee has appoved it with minor 
changes, follows the House-passed bill. 

The bill would permit a depreciation 
deduction of 20% of the cost of equip- 
ment and other 


“tangible personal” 


property (note: not buildings) in the 
year of purchase. The total investment 
that could be so depreciated would be 
limited to $10,000 in each year, but both 
new and used property could qualify if 
useful life is six years or more. The bill 
does not include a similar provision, 
originally proposed, for inventory in- 
vestment. 
Another change would increase to 
$100,000 the present $60,000 of earnings 
permitted to be accumulated before 
question of imprope1 accumulation to 
avoid surtax could be raised. This would 
be done by increasing the credit allowed 
in computation of the accumulated 
earnings tax. 
would 


make much 


simpler the choice between debt and 


A change that 


equity in financing small corporations is 
a proposed allowance to original in- 
vestors for losses on stock of small corpo- 
rations as ordinary, up to $25,000 a year 
($50,000 on a joint return). In the House 
bill this loss would be allowable only for 
stock sold under a plan adopted after 
July 1, 
tal of the company 
$1,000,000. 


The extension of the operating loss 


1958, and only if the total capi- 
does not exceed 


carryback from two to three years is an- 
other important change. 

Finally, an item which will have im- 
portant estate planning uses—an elec- 
tive spreading of estate tax over 10 
years. This would cover only the portion 
of the estate tax applicable to a busi- 
ness which constitutes 35% of the gross 
estate or 50% of the net. The deferred 
tax would bear interest at 4%. 

All of these changes apply to any busi- 
ness; however, due to the dollar limits 
on the various items, it is likely that they 
will be important only to smaller firms. 


Technical Amendments Bill 

This bill, as approved by the Senate 
Finance Committee, contains 82 sections 
making changes in the 1954 Code; some 
of only minor importance, but many of 
great importance to the taxpayers cov- 
ered. We will not go into detail on these 
changes because amendments are expect- 
ed on the floor of the Senate and then 
the version adopted by the Senate will 
have to be reconciled with the House 
version by a conference committee and 
finally the conference committee bill it- 
self will have to be voted on by both 
houses. You will want to watch the pro- 
gress of this bill; more taxpayers than 
now suspect it are going to receive a nice 
reduction. 

The Senate would give to all states 
the retirement-income-credit advantage 
held by residents of community-property 
states. There both spouses can now 
claim the $240 credit, even though the 
income was that of only one spouse. 
However, there may be a disadvantage 
under this new rule—if either spouse has 
earnings, the retirement credit of the 
other could be lost also. 

The medical deduction for persons 
over 65 would be liberalized—the limit 
would be $15,000 a year. 

Some other changes applicable to in- 
dividuals would tax employees of ex- 
empt institutions on compensation paid 


in the form of annuities, end the $5 sub- 
sistence allowance for police, require re- 
ports on income tax exempt because 
earned abroad and add the gift tax to 
the basis of property received as a gift. 

There is a long list of changes that 
would affect investors: restrictions on 
buying mutual shares just before capi- 
tal gains distributions; ending amortiza- 
tion of bond premiums on callable 
bonds unless actually called; changing 
the rules on bonds issued at a discount 
and on dealings in bonds with coupons 
detached. 

Several changes are proposed which 
would affect charitable gifts by short- 
term trusts. The Senate wants to stop 
the “double deduction” involved .in the 
deduction for the gift from income and 
the exclusion of the income itself from 
the donor’s return. Another double de- 
duction loophole to be closed is that in- 
volving a loss carryover as well as a con- 
tribution deduction for the same item. 
Charitable institutions themselves will 
be affected by provisions requiring addi- 
tional information returns. 

A change of considerable importance 
to real estate men is that affecting amor- 
tization of leasehold improvement when 
the lease contains renewal options. The 
lease term itself would be ignored if the 
lease is between related parties (physical 
life must be used). The original term 
can be used without regard to renewal 
options if it is less than 60% of the life 
of the improvement. 

The bill also contains a provision that 
would allow real estate trusts to be taxed 
like mutual funds (i.e., no tax if income 
is distributed) and one that would make 
tax-exempt to the investor income de- 
rived by a mutual fund from tax-exempt 
securities. 

There would be changes in the rules 
on involuntary conversions of real estate 
—liberalization of the “for like kind” 
rule in the specification of the use of the 
proceeds. Also, dealers would be exclud- 
ed from the benefit of the rules on sub- 
divided real estate. 

The final bill may contain some 
changes in the present rule that lets 
some partnerships be taxed as corpora- 
tions. Maybe there will be a complete 
reversal, letting corporations elect to be 
taxed as partnerships. The Senate would 
add this election to the Code and main- 
tain the present one also. 

Accountants will watch for the pro- 
posed new rule on changes of account- 
ing method. The Senate would allow 
new elections to companies which elect- 
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ed to change under Section 481. In addi- 
tion it proposes changes in accounting 
for circulation income. There may also 
be some new rules about accounting for 
vacation pay liabilities. 

If you have foreign trade interests, 
you'll want to watch proposed carryover 
and carryback of unused foreign tax 
credit. Also there is a provision specifi- 
cally disallowing bribes to foreign off- 
cials. Changes are proposed in employee 
stock option and variable price option 
rules—and one of considerable impor- 
tance to smaller businesses with profit 
sharing funds. They would be allowed to 
invest in obligations of the employer. 


Jenkins-Keogh Bill 
Che 
passed a bill to permit the self-employed 


House of Representatives has 


to set aside 10% of income up to $2,500 
a year to accumulate toward retirement. 
[he Treasury is reported to be strong- 
ly against any such provision and the 
bill is likely to face strong opposition 
The 
House bill would require the income 


from budget-conscious Senators. 
set aside to be invested in specified re- 
tirement plans, trusteed or custodian ac- 
counts, insurance annuities or life in- 
surance. The deduction could be taken 
annually for 20 years with carryovers of 
unused allowances. Larger deductions 
would be allowed persons over 50 at the 
time that the bill becomes law. There 
would be a 10% penalty on withdraw- 
ing income prior to retirement and a 
special formula for computing the tax 
if the fund is withdrawn in one lump 


sum rather than spread over retirement 





No base period capital addition under 
growth formula (Korean EPT). A bank 
which merged into taxpayer computed 
its excess profits credit under the growth 
formula. Taxpayer used the general 
average. After the merger, taxpayer could 
not use the base period capital addition 
of the merged bank. This capital addi- 
tion cannot be combined with the use 
of the growth formula. The Tax Court 
is afirmed. Old National Bank in Evans- 


ville, CA-7, 6/19/58. 


Accrual based on retroactive application 
of law proper. The Excess Profits Tax 
Act of 1950, although retroactively ap- 
plicable to 1950, did not become law 
until 1951. The court rules that the 
regulation thereunder requiring the ac- 


New excess profits tax decisions 


years. There is no provision for allowing 
employees not covered by a_ pension 
plan this deduction. 


Excise tax changes 

There changes in 
taxes to add to the repealers that went 
through earlier in the session: the 414% 
tax on transportation charges of oil and 


may be excise 


gas pipelines, the four-cent a ton tax 
on transportation of coal and the 3% 
tax on freight charges. 

The House passed an excise tax bill, 
which, while it did not lower rates, pro- 
vided so many clarifications and amend- 
ments to remove inequities, that many 
businesses affected. 
The Senate Finance Committee reported 
it out, 


will be favorably 


with some changes, and there 


seems to be good chance of passage. 
Admission taxes are considerably revised, 
non-profit community swimming pools 
will be exempted, the club dues tax on 
assessments for improvements will be 
eliminated. The excise tax on goods sold 
on the installment plan will be clarified 
and the stock transfer tax will be re- 
vised to eliminate the par value test. We 
will report the changes actually adopted 
in coming issues. 


Social security tax changes 

There is a good chance that Congress 
will pass a Social Security rates and 
benefits increase. The increase in tax is 
likely to come about by raising the maxi- 
mum subject to tax from $4,200 to $4,800 
per year and by an increase in rates of 
4 of 1% on employers and employees 


and 3% of 1% on the self-employed. 


crual in 1950 of the excess profits tax 
liability for that year for the purpose of 
determining the equity capital is valid. 
American Enka Corp., 30 TC No. 65. 


Section 722 relief denied wood pulp pro- 
ducer. A wood pulp producer unsuccess- 
fully claimed excess profits tax relief un- 
der Section 722 relying on its loss of 
Japanese and Chinese sales in 1937 and 
1938, and upon the contention that its 
business, as well as the industry of which 
it was a member, was depressed during 
1938 and 1939 because foreign importers 
dumped pulp on the domestic market. 
Although the producer did qualify for 
relief by reason of the construction of a 
new mill during the base period, relief 
is denied upon a finding that the credit 
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computed on the basis of invested capi- 
tal is greater than the credit based on a 
fair and just reconstructed average base 
period net income would have been 
Puget Sound Pulp & Timber Co., 30 
TC No. 39. 


Bank need not include bad debt re- 
coveries in excess profits net income. A 
bank employing the reserve method of 
accounting for bad debts computed its 
excess profits net income by adding back 
to normal tax net income the deductions 
which it had taken 
method, and deducted actual bad debts 


under the reserve 


for each year. This method was specific- 
ally allowed by the EPT law. Although 
the Commissioner contended that the 
bank should have also included in excess 
profits net income the income attribut- 
able to the recovery of debts which gave 
rise to deductions for prior years as to 
which no excess profits tax was imposed, 
the court holds the statute requires no 
such inclusion and finds for the bank. 
Mercantile Nat'l Bank at Dallas, 30 


TC No. 7. 


Computed base period income fails to 
produce higher excess profits credit. A 
corporation engaged in the wholesale 
general hardware business claimed EPT 
relief under Section 722 on the grounds 
that «a drought during the base period 
and, to a lesser extent, insect infestation 
in its trade area caused a depression in 
its base-period earnings. Although the 
court admits the qualifying factors for 
relief are present, relief is denied be- 
cause the corporation failed to prove 
that ts normal base-period earnings (ob- 
viating the depression in earning caused 
by the drought and insect infestation) 
wor'l have been great enough to pro- 
duce credits in excess of the invested 
capital credits which the Commissioner 
had «:llowed. Henkle & Joyce Hdwe. Co., 
30 TC No. 27. 


No appeal in 722 case. The 1939 Code 
provided that there would be no appeal 
from the Tax Court decision in a section 
722 case. The 1954 Code contains a pro- 
vision applying the procedural rules of 
the 1954 Code to taxes imposed by the 
1939 Code. It also contains provision 
that no right accrued or suit commenced 
under the 1939 Code shall be affected. 
The court holds that Congress, in en- 
acting the 1954 Code, did not intend to 
permit appeals in section 722 cases. The 
appeal is dismissed. Patent Button Co., 
CA-6, 6/30/58. 
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Bar group urges unauthorized-practice 


experts, not technical men, on conferences 


VHE APPOINTMENT Of more specialists 
and fewer unauthorized-practice men 
to Conference Committees is opposed by 
the Standing Committee on Unauthor- 
ized Practice of the Law of the ABA. In 
its Midwinter Report to the House of 
Delegates, the UPL Committee takes ex- 
ception to a recent recommendation of 
the Committee on Scope and Correla- 
tion that the ABA president “appoint all 
members of the National Conference 
Groups and that at least one member 
be a member of the UPL Committee.” 
Pointing out that this would tend to re- 
sult in the appointment of only one 
member from the Committee, the report 
rejects the recommendation as highly 
detrimental to the best interests of the 
ABA. 

Despite the prevalence of criticisms of 
the Statements of Principles formulated 
by Conference groups as unrealistic and 
impractical, and despite the fact that 
such critics insist that the defects of the 
statements are the result of using UPL 
men rather than experts in the field, the 
UPL report contends that “it seems 
clearly not to be in the best interests of 
the Association to let lawyers expert in 
the real estate field work out their dif- 
ferences with realtors and lawyers expert 
in the tax field work out their differences 
with the accountants, because no con- 
sistency would be assured thereby.” The 
Committee urges instead that the legal 
profession rally around it and, through 
it, present a united front to non-lawyer 
groups. 

The report mentions that “the Presi- 
dents of the Association have in the past 
generally appointed all lawyer members 
of the 
groups,’ 


conference 
and a majority of them have 
always been representatives of the UPL 
Committee. This Committee, the report 
States, initially worked out the agree- 
ments now in force between the ABA 
and various lay groups with respect to 
practice and actually originated the 


various national 


whole concept of adjusting practice-of- 
law difficulties at the conference table. 
To reduce the number of attorneys 
familiar with these problems on the con- 
ference committees would amount to 
turning them over to men who, however 
familiar with the subject matter at issue, 
have “little or no concept of the impor- 
tance to the profession and its continued 
well being of the prevention of un- 
authorized practice.” 

It would also amount to playing into 
the hands of certain lay groups, not 
identified in the report, which want to 
get away from the UPL Committee. 
“There have been attempts in various 
conference groups,” the report states, 
“to divide and conquer the lawyer mem- 
bers. It has been suggested that lay 
groups are reluctant to deal with repre- 
sentatives of the UPL Committee be- 
cause they do not represent a fair cross- 
section of the organized bar. We do not 
believe this charge has substance. How- 
ever, we all must recognize the peculiar 
competence of the UPL men” in dealing 
with the problems of unauthorized prac- 
tice. 

“We know, too, that in dealing with 
the lay and other professional members 


New procedural decisions this month 


3 





“Excessive” assessments do not violate 
due process. Taxpayer-attorney attacked 
a deficiency assessment on the ground 
that it was excessive and amounted to 
a deprivation of property without due 
process, in violation of the Fifth Amend- 
ment to the Constitution. The argument 
is held to be without merit. The Tax 
Court pointed out that, if a taxing 
Statute is within the power of Congress, 
the fact that the rates thereunder may be 
excessive, or destructive 
does not invalidate it. This court agrees 
with the taxpayer that a so-called taxing 
statute could be unconstitutional as a 


confiscatory, 


of National Conference groups, the 
lawyer members are dealing with the 
most capable men the other groups can 
appoint to such conferences and that 
compromise of the lawyer's position 
seems generally to be the order of the 
day.” UPL men “realize that any com- 
promise affecting the practice of law 
agreed to by the conference groups may 
well result by court interpretation in 
that segment of practice being forever 
lost to the Bar. They are also well aware 
that, if the Bar sits idly by and apparent- 
ly condones the practice of law by lay- 
men in a field where for one reason or 
another the Bar chooses not to litigate 
the issue, the courts are prone to hold 
that the Bar has forever lost that seg- 
ment of practice because of such in- 
action.” 

The Committee expresses the belief 
that this problem can only be solved by 
concerted action on the part of the legal 
profession, using the UPL Committee as 
spokesmen. Otherwise the various groups 
of technical specialists are likely to “go 
off in different directions and write con- 
flicting opinions or take contradictory 
positions.” 

The report states the Committee's 
position that “the minority ABA mem- 
bers of a conference group should be ap- 
pointed from the various sections or 
committees involved in the subject mat- 
ter of the conference. There should also 
be some continuity in the membership 
of the various groups because, otherwise, 
the Association has lost the benefit of 
experience in grappling with the prob- 
lem.”” But the most important considera- 
tion for the lasting good of the ABA, 
says the report, is that the UPL Com- 
mittee members should constitute the 
majority of the conference groups. bs 


confiscation, but finds the Internal Rev- 
enue Code is not in fact confiscatory in 
the constitutional sense. Acker, CA-6, 
6/18/58. 


District court erred in enjoining tax 
collection. One-half of 1942 taxes were 
forgiven when Congress adopted the 
pay-as-you-go system. In 1953 the Com- 
missioner assessed additional tax for 
1952 and at the same time assessed the 
forgiven portion of taxpayer’s 1942 tax, 
alleging fraud. The district court held 
that fraud in 1942 was not proved and 
enjoined the reassessment, the ordinary 
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statute of limitations having run. This 
court reverses. Except for unusual cases 
involving equitable considerations, the 
Code permits injunctions only in the 
case of deficiency assessments pending 
fax Court appeal. This is not a de- 
ficiency assessment since the tax was 
assessed on the 1942 return. Without 
considering the merits, it orders the 
injunction dissolved. Curd, CA-5, 6/30/ 


od. 


Reporting as capital gain was “omission” 
of 50% and extended assessment time 
(Old Law). Conceding that taxpayer’s 
purpose in acquiring tracts of land suit- 
able for industrial development is sig- 
nificant, the court says that the more 
important question is: to what purpose 
was it actually put? The court concludes 
from the frequency of sale and the 
method of operation that the lands were 
held for sale and that taxpayer's activi- 
ties amounted to a business. Further, the 
court held that, by reporting the sales 
as capital gain, the taxpayer excluded 
50°% of the gain from gross income. This 
omission being more than 25% of the 
gross income stated in the return, the 
five-year statute of limitations applies. 
The court notes that the Fifth Circuit 
had adopted a contrary position (High- 
tower (230 F.2d 549)) and that a similar 
case is on appeal to the Ninth Circuit 
Lawrence 27 TC 713). Wood, TCM 
1958-105. 

Waiver valid 


though executed after 


corporation was dissolved. Consents 
(Form 872) waiving the period for assess- 
ment, which were executed by a corpo- 
rate officer on behalf of the corporation 
after its dissolution, are held to have 
been validly executed during the corpo- 
rate three-year winding-up period au- 
thorized by state law. Wagner, TCM 
1958-112. 


Five-year limitation period for 25% 
omission not applicable if omission ex- 
plained (Old Law). On the authority of 
the recent Supreme Court decision in 
Colony, Inc., this court reverses the Tax 
Court. The Supreme Court held that, 
under the 1939 Code, the five-year period 
of limitations on assessments does not 
apply to omitted income if the informa- 
tion appears in schedules attached to 
the return. Taxpayer omitted capital 
gain representing more than 25% of the 
gross income shown on the return, but 
that omission was explained in a state- 
ment attached to the return. [The 1954 


Code makes the extended statute in- 
applicable if the omission is reported 
somewhere in the return or in papers 
attached to it.—Ed.| Lawrence, CA-9, 
6/25/58. 


Improperly addressed deficiency letter 
does not start 90-day filing period run- 
ning. Where a petition was filed within 
90 days from the mailing of a second 
deficiency letter (though not within 90 
days of the first mailing of an improper- 
ly addressed letter, not received by tax- 
payer), the petition is considered timely 
filed to give the court jurisdiction. The 
improperly addressed letters were not 
“notices” to taxpayer. Cole, 30 TC No. 
63. 


Transferee liability of widow-beneficiary 
now governed by state law. On the basis 
of the recent Supreme Court decision 
in the Stern case, widows who were bene- 
ficiaries of insurance on their husbands’ 
lives are not liable as transferees for 
the husbands’ unpaid income taxes be- 
cause the applicable state law imposes 
no such liability on the widow. Hamp- 
ton, 30 TC No. 67; Myers, 30 TC No. 68. 


Same issue for different tax years not 
collateral estoppel. The question in this 
refund suit was the correct year for the 
accrual of New York City real estate 
taxes. Taxpayer had litigated the same 
question for prior tax years and _ lost. 
The court holds that taxpayer may raise 
the point now for years not previously 
litigated. The 


estoppel acts as a bar to another suit 


doctrine of collateral 
based on the same set of facts. Here the 
facts are merely substantially alike, not 
identical. Consolidated Edison Co., DC 
N. Y., 6/5/58. 
“Partnership” status claimed to lift 
statute of limitations cannot be repudi- 
ated. Taxpayer here had been working 
with his father; the father filed as an 
individual proprietor and the son as 
employee. However, when an examining 
agent discovered serious omissions of in- 
come from the father’s return, a com- 
promise settlement was made on the 
basis of treating taxpayer and his father 
fraud 
but subsequently recovered 


as partners. The father paid 
penalties, 
them after a jury found that there was 
no partnership. The son now seeks to 
recover the tax that he paid in the com- 
promise settlement as a partner. How- 
ever, the years are closed to him unless 
the mitigation provisions apply because 
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of an. inconsistent determination. The 
court holds it need not consider that 
question because it is only as a partner 
that taxpayer could possibly claim that 
he is a “related person” for the mitiga- 
tion of the statute of limitations. The 
judge says that taxpayer cannot play fast 
and loose with the Code by claiming that 
he is a partner to lift the bar of the 
statute and then claim that he is not 
a partner to recover the tax. Taxeraas, 
DC Minn., 6/9/58. 


Inconsistent treatment of same inven- 
tory will open closed year. Sections 1311- 
1315 of the 1954 Code (3801 of the 1939 
Code) 
statute of limitations in that they per- 


mitigate the severity of the 


mit the opening of closed years to 
correct a treatment inconsistent with a 
determination in another year. One in- 
consistency which permits lifting of the 
bar of the statute is double inclusion of 
an item of gross income. The IRS rules 
that for this purpose inventory is an 
item of gross income. In the case ruled 
on, inventory pricing at December 31, 
1951, was changed upon audit and the 
inventory increased. Though the fol- 
lowing year was closed, the inventory 
may be corrected under Section 1311. 
Rev. Rul. 58-327. 


Purported joint return not valid in 
absence of intent to file jointly. In 
April 1946 taxpayer and her husband 
permanently separated and in 1949 they 
divorced. The husband filed “joint re- 
turns” for 1946 and 1948, but she signed 
neither. The court holds she is not 
liable for deficiencies in those years, but 
is jointly and severally liable for 1947 
deficiencies. She signed a blank return 
for the year and gave it to her hus- 
Tax Court held that she 
knew her husband intended to fill it and 
file it. This court affirms. Sullivan, CA- 


5, 5/26/58. 


band. The 


Only liquidating stockholders liable as 
transferees. In determining transferee 
liability for taxes of a corporation liqui- 
dated in 1950, the court finds claimed 
transfers or divisions made prior to the 
year of dissolution did not render the 
corporation insolvent and were not made 
as part of a plan to hinder, delay, or de- 
fraud creditors. Only the stockholders 
receiving the remaining assets in 1950 
upon liquidation are held to be liable 
for the taxes of the liquidated corpora- 
tion as transferees. Wagner, TCM 1958- 
112. 
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NEW DEVELOPMENTS IN 


i 


EDITED BY PETER G. DIRR 


Suspension not discharge 
for misconduct 


THE NEVADA BOARD OF REVIEW recently 
handed down a decision whereby a se- 
curity guard, who was given a 30-day 
suspension from work because a gate 
for which he was responsible was left 
open, was held not discharged for mis- 
conduct connected with his work when 
the employee-employer relationship was 
not severed. 

The Compensation 
Law in Nevada dealing with discharg2 


Unemployment 


for misconduct states in part as follows: 
“An individual shall be disqualified for 
benefits for the week in which he has 
been discharged by his most recent em- 
ploying unit for misconduct connected 
with his work, if so found by the execu- 
tive director, and for not more than 15 
consecutive weeks thereafter occurring 
within the current benefit year.” 

Inasmuch as the law is silent in con- 
nection with the suspension of a worker 
from his employment, the Board of Re- 
view held that no disqualification could 
be imposed under the law and the 
worker was ruled entitled to benefits. 

In handing down this decision, the 
Board indicated that this case brought 
to light a loophole in the Nevada Un- 
employment Compensation Law which 
perhaps is serious enough to warrant 
corrective legislative action. 


New York paid $17 million 
in retroactive benefits 


RETROACTIVE BENEFITS of $17 million 
were paid to 285,000 claimants, the New 
York Division of Employment recently 
announced. These payments were made 


roll taxes 





in accordance with a revision of the law 
(reported at 8JTAX356) providing a 
maximum weekly benefit of $45 avail- 
able to claimants retroactive to July 1, 
1957. 

In New York City alone 125,000 
received about $7 million. 
While some received as much as $234 in 
additional benefits, the average payment 
was $59.60. w 


claimants 


New Wyoming maximum 
benefit promulgated 


THE Wyominc Commission has deter- 
mined that the maximum weekly benefit 
amount payable to an unemployed 
claimant for the period July 1, 1958, 
through June 30, 1959, will be $43. This 
is in accordance with provisions in the 
Wyoming law whereby the maximum 
weekly benefit amount is determined an- 
nually on a basis of 55% of the average 
weekly wage of all covered workers for 
the preceding calendar year. The previ- 
ous weekly maximum was $41. 


New maximum benefit in 


Utah: based on $4,065 


A WEEKLY MAXIMUM benefit of $39 for 
unemployed workers in Utah has been 
set for benefit years beginning with the 
first complete calendar week in July, 
1958. 

The maximum weekly benefit in Utah 
is computed at 1% of the average weekly 
wage of all workers insured under the 
Utah Employment Security Act. The 
new figure of $39 is based on an average 
annual wage per insured worker of $4,- 
065 for the calendar year 1957, resulting 
in an average weekly wage of $78.17. 


‘New trusts & estates decisions 


ee 


Life tenant is entitled to entire casualty 
loss deduction. A severe storm caused 
damage to the trees, shrubs and hedges 
on property in which taxpayer held a 
life estate. The loss amounted to $31,300. 


Of this amount, $1,300 represented the 
Sum expended to remove the debris, and 
$30,000 represented the damage to the 





property. The Commissioner allowed 
taxpayer a deduction of only $1,300. 
The Tax Court held taxpayer should 
also have been allowed a portion of the 
$30,000, calculated by allocating on the 
basis of the actuarial tables referred to 
in the estate tax Regulations. This court 
reverses, allowing taxpayer the full de- 


duction. The Tax Court’s allocation was 
arbitrary. As a practical matter, the en- 
tire burden of the loss fell on taxpayer 
since the property was not suitable for 
occupancy after the storm. Bliss, CA-2, 
6/18/58. 


Grantor retaining control of trusts 
taxed on allocated income. Four irrevoc- 
able trusts were set up by a father for 
his children. Under a power given to 
them, the trustees entered into a part- 
nership to facilitate the investment of 
the corpus, and turned over management 
of the partnership to the grantor. Be- 
cause the grantor had complete com- 
mand over the income of the partner- 
ship, and over the economic benefits to 
be derived, the court holds the partner- 
ship income taxable to the grantor. 
Wagner, TCM 1958-112. 


Beneficiaries can’t deduct estate’s net 
operating loss (Old Law). Taxpayers 
were beneficiaries of an estate which in 
1949 currently distributed all of its in- 
come, most of which was business in- 
come from operations of the decedent's 
business by the executors pending wind- 
ing up of the estate. In 1950 the estate 
sustained a net operating loss. The court 
holds, affirming the district court, that 
under the 1939 Code this loss can be 
used only by the taxpayer that sustained 
it. The beneficiaries may not deduct it. 
The court also rejects an alternative 


argument that the beneficiaries were 
engaged in the business as_ partners. 


[Under the 1954 Code, on the termi- 
nation of an estate, unused loss carry- 
overs are available to the succeeding 
beneficiaries (Section 642(h)).—Ed.] Mel- 
lott, CA-3, 7/2/58. 





CLASSIFIED 
ADVERTISING 


Classified advertising will be accepted 
for publication for help wanted, situa- 
tions wanted, business opportunities. 
practices for purchase or sale, purchase 
and sale of merchandise, and similar 
items. Rate per insertion: 60¢ per line, 
minimum, $3. Address copy for adver- 
tisement, together with check, to The 
Journal of Taxation, 147 East 50th 
Street, New York 22. Replics should 
also be sent to this address. 
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ATTORNEY-—young, LL.M. tax law— 
Columbia, two years diversified tax ex- 
perience, accounting background, desires 
tax position, preferably with law firm in 
NYC area. Box 144. 
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CUMULATIVE INDEX TO CURRENT TAX LITERATURE 


man S P 36Taxes385, June58, 12pp 


his is the fifth in what is to be a regular monthly publication of a 


yumulative index to the more significant current writing on practical 


y . . . . . 
jxation. Included is a subject index, index to cases, rulings, and 


fode sections, and an author index. Addresses of publications in- 


iexed appeared here in July, and will appear again next month. In 


his issue for the first time we include also references to current 


fooks and pamphlets. 


NERAL—BOOKS 

rrett JM & Seago E, Partners and 
Partnerships, The Michie Co. (Char- 
lottesville, 1956) 1712pp. (1958 Sup- 
plement also) $30.00 

lickford, Successful Tax Practice, Pren- 
tice-Hall, (Englewood Cliffs, 1952) 
484pp. 3rd ed. $5.65 

fach chapter considers a typical trans- 
Faction in general law practice, dis- 
cusses the tax problems involved; with 
check lists and citations to law and 
lease: Casey WJ, How to Handle 
Taxes in a Law Practice, Institute 
for Business Planning, Inc., (New 
York, 1957) 228pp. (loose leaf) 

Jne in the “Practitioners’ Library” 
series. Features charts setting forth 
taxpayer’s arguments in each case op- 


posite the finding: Holzman, RS, 
Arms Length Transactions. The Ron- 
Hald Press Co., (New York, 1958) 
169pp. $10.00 

Readable, largely in terms of practical 


‘problems facing a medium sized fam- 
ily owned business: Cochran HP, 
Scientific Employee Benefit Planning, 
Little, Brown & Co., (Boston, 1954) 
354p with 1954 supplement—$10.00 

[asser, Encyclopedia of Tax Procedures, 
Prentice-Hall, (Englewood Cliffs) 


Lasser Institute, JK, Standard Hand- 
book of Business Tax Techniques, Mc- 
) Graw-Hill Book Co., (New York, 
1957) 568pp. (monthly supplement) 


usselman R, Alexander’s Federal Tax 
Handbook, The Michie Co. (Char- 
lottesville, 1958) 1261pp. $20.00 

Seidman, Seidman’s Legislative History 
of Federal Income and Excess Profits 
Tax Laws: 1953-1939, Prentice-Hall, 
(Englewood Cliffs, 1954) 3010pp. 2 
volumes. $25.00 

feidman, Seidman’s Legislative History 
of Federal Income Tax Laws: 1938- 
1861, Prentice-Hall, (Englewood Cliffs, 
1938) 1166pp. $10.00 

uz Ideas Manual, Prentice-Hall, 
glewood Cliffs) 

ACCOUNTING—BOOKS 

Boughner, How to Save Taxes Through 
Proper Accounting, Prentice-Hall, 
(Englewood Cliffs, 1954) 310pp $5.65 

Herzberg, Saving Taxes Through Capi- 
tal Gains, Prentice-Hall, (Englewood 
Cliffs, 1957) 430pp $12.50 

Btanley, New Rapid Tax Depreciation: 


Piscean price—$19.50. 


(En- 


| How to Use It Profitadly, Prentice- 
Hall (Englewood Cliffs) 
ACCOUNTING—ARTICLES 
Amortization premium, gov’t bonds 


about to be refunded, 28NYCPA523, 
Jul58, 6pp 
Gecrual 
Deferral under Auto Club rule would 
require proof of offsetting expense yet 
to be incurred, 42MinnLR1192, May58, 
4pp 
Prepaid income; does Auto Club of 
Mich add fixed date requirement to 


deferment of? Behrends F L 9JTAX 
20, July58, 3pp 

Gtate taxes, time of accrual affected by 
non-disputed federal adjustment; IRS 
position changes, Helstein R S 28 
NYCPA302, Apr58, 2pp 

Gccruol G cash 

Qases support allowance of offsetting ex- 
penses when claim of right income is 
taxed, Freeman HA, 9JTAX132, Sep 


58, 3pp 


Thsurance prepaid on cash basis; under- 
lying theories in conflicting cases, 
Heon AA 41MarqLR474, Spr58, 13pp 


thonge of method 
equities of change of method, applica- 
tion of Tech Changes Bill to, 9JTAX 
89 Aug58 3pp 


—— 
ax rules should not determine income 
}Teported to management, Cox R G 
‘33AccR242, Apr5d8, 4pp 
mancial reports should show income 
taxes, as expense; theoretical Hendrik- 
sen E S 33AccR216, Apr58, 6pp 


' 


reserves 

Bookkeeping procedure and tax prob- 
lems of all parties to a typical fi- 
nanced sale; conflicting cases dis- 
cussed, Patten W & Adams B 36Taxes 
485, July58, 7Tpp 

Dealers reserves withheld by finance co. 
are income at sale; legislation needed, 
43CornellLQ719, Sum58, 7pp 

Finance Co. dealer reserve dispute like- 
ly to be resolved in favor of tax- 
payers, Herzberg A 8JTAX212, Apr 
58, 2pp 

time of cccrual 

IRS says incorporations of service busi- 
ness, sale of stock makes proceeds tax- 
able as fees (TC Docket), 9JTAX151, 
Sep58, lpp 

ALIMONY 


deductions 

Timing initial alimony payment to get 
joint return and most alimony dcduc- 
tion, 105JAccount No. 3, 82, Apr58, 
lpp 

ANNUITIES 


Courts tend to treat private annuity 
payments as purchase of asset; cases 
analyzed, Covington J S 36TexasLR 
688, May58, 4pp 

Private annuities ruling gives some cer- 
tainty, example, Meyer M E 35Dicta 
91, Mar-Apr58, 6pp 

AUTHORS 

Dividing copyright, spreading compensa- 
tion; gifts, Shine, WS 13TaxLR439, 
May58, 20pp 

Spreading; capital asset; taxes of heirs; 
other problems, 9JTAX140, Sep58, 
3pp 

BANKS 

Banks security gains capital, losses, or- 
dinary; effects on banks, treasury, se- 
curity markets, Parks R H 11NatTax 
J2i, Mar58, 14pp 

Tax savings in bond dealings for banks, 
Seidman L W 75BankLJ1, Jan58, 8pp 


BOOKS AND RECORDS 

What records should taxpayer keep and 
how long; practical advice, Balter H G 
8JTAX207, Apr58, 5pp 

Caution to be sure your books and record 
entries are consistent with your posi- 
tion to IRS, 105JAccount No. 3, 81, 
Apr58, lpp 

CAPITAL ASSETS 

Tax can exceed 25%, 95TAX144, Sep58, 
lpp 

CHARITABLE 


contributions 

Can’t deduct fee for care of lot, Bach- 
rach J C 9JTAX143, Sep58, lpp 

organizctions 

Properly drawn charter 
qualifying as exempt, 
9JTAX168, Sep58, 2pp 

Definition of charitable organization 
clear IRS Chief Counsel says, Reiling 
H T 44ABAJ525, June58, 8pp 


COLLECTION OF TAXES 


liens 

Federal tax liens; law, recent cases an- 
alyzed, Spencer C W 38BULRevi81, 
Spr58, 26pp 

Comprehensive; almost all tax lien pro»b- 
lems of taxpayers and third parties 
examined, part II, Plumb W T 13Tax 
LR459, May58, 87pp 

Ass’t. Reg. Counsel discusses removal 
procedure; related local tax liens; in- 
choate mortgage, Yudkin L 33JSBCal 
231, May-Jun58, lipp 

Foreclosure of prior lien should leave 
U. S. with only right of redemption; 
conflict among circuits, 24MissLR342, 
May58, 4pp 

Priority of tax liens to other liens; 
comprehensive, Walker R M 9JTAX8, 
July58, 4pp 

transferee liability 

Insurance, life; Beneficiary should be 
liable for decedent’s income tax; cases 
analyzed; written before Stern, Wag- 


important in 
Reiling H T 


Insurance proceeds, when safe from 
transferee liability, Lore M M, 9JTAX 
104 Aug58 3pp 


COMPENSATION 


Reasonable compensation, analysis of 
recent decisions, Phillips J C 9JTAX 
120 Aug58 3pp 

Deferred compensation, avoiding tax to 
employee at time of agreement, 
Barnes W T 9JTAX14, July58, 2pp 

Checklist of popular tax-sheltered execu- 
tive compensation plans, Greene R L 
& Hammett F W 8JTAX289, May 58, 
4pp 

Professors, salary supplement to out- 
standing, from special gift taxed: Rev 
Rul 57-460 criticized, 483CornellLQ510, 
Spring 58, 8pp 

CORPORATION—BOOKS 


Holzman R S, Corporate Reorgan‘za- 


tions, The Ronald Press Co., (New 
York, 1955-revision 1956) 487pp. 
$15.00 

Analysis of practically every case on 
this issue; ‘“Practioners’ Library 
Series.”” Holzman R S, The Tax on 
Accumulated Earnings, The Ronald 
Press Co. (New York, 1957) 136pp, 
$10.00 


“Practitioners’ Library Series.’’ Features 
charts setting forth the factua! situa- 
tion in each case and a taxpayer's 
argument against the finding. Lore, 
M M, Thin Capitalization, The Ron- 
ald Press, (New York, 1958) 261pp, 
$10.00 

Molloy R T, Federal Income Taxation of 
Corporations, Committee on Continu- 
ing Legal Education, (Philadelphia, 
1957) 

Sarner L & Howell C M, Organ‘zational 
Problems of Small Businesses, Com- 
mittee on Continuing Legal Education, 
(Philadelphia, 1956) 204pp, $5.00 


CORPORATIONS—ARTICLES 


Liquidation and re-incorporation cases, 
proposals for change in law analyzed, 
MacLean, C E 13TaxLR407, May58, 
3lpp 

Summary of pr involving related 
taxpayers; analysis of cases, Meldman 
L L, 9STAX158, Sep58, 4pp 

Drafting corporate buy-sell agreement; 
warning of tax trouble areas; sugges- 
tions on clauses, Strecker R L 15 
W&LLRI18 Sp58 28pp 

Factors in choosing capitalization of 
new corporation, Willard D G 31 
MassCPANewsB134, Jun58, 7pp 

Formation of new corporations, tax 
planning for, Willard D G 9JTAX74, 
Aug 58, 4pp 

General survey of corp income tax; 
elementary, Fager J W 4Prac Law 
No. 5, 13, May58, 23pp 

Attribution rules, warning, many areas 
affected; with varying rules; some 
double attribution, Schlesinger M R 
8JTAX271 May58, 3pp 

eccumulated earnings tax 

Regulations narrow definition of ac- 
cumulated earnings for anticipated 
needs, 9JTAX48, July58, 3pp 

Pelton Steel case confuses whole area 
of undistributed surplus, Sorden D 
8JTAX254, Apr58, 2pp 


hl 





close 
Restricting transfer of stock; redemp- 
tion; buy-sell agreements: legal and 


tax problems, Childs W C 1958ULIILF 
79, Spr58, 3lpp 

Cash, how to get out of close corp.; a 
checklist. Greene R L Hammett F 
W 8JTAX218, Apr58, 3pp 


collapsible 

Two-shot corporations may not be col- 
lapsible, Donaldson J B 8JTAX338, 
June58, 3pp 

liquidation 


Non-technical outline cf Section 333 to 
escape tax on apprec’at’on, Horowitz 
M 39REstN122, Apr58, 5pp 

paorent-subsidiary 

Advisory group proposal for intercorpo- 
rate stock redemptions would not 
eliminate statutory overlap, Hardy 
D J 9JTAXT70, Aug58, 2pp 

purchase 

CPA summarizes tax, other problems in 
stock, assets deals, Landry H J 9Syr 
LR210, Spr58, 8pp 

reorganization 

Mills group proposal to tax contribution 
of 306 stock criticized, Greene R L 9 
JTAX160, Sep58, lpp 

Concise lucid summary methods acquir- 
ing another corporation without tax; 
legal, business complications; practi- 
cal, Rowen J R, 36Taxes479, Jul58, 
7Tpp 


Sketch for CPAs of corporate reorgani- 
zation problems, tax and non-tax 
aspects, Shaw T T 31NewsB110, May 
58, 8pp 
similarly Shaw T T 5AYoungJ17, 
Apr58, llpp 

Coastal Oil Storage disapproved for dif- 
ferent reasons, Dobrzensky M W & 
Sweet J 9JTAX38, July58, 3pp 

Active business for spin-off means in- 
dependent of other divisions, 8JTAX 
274, May58, Ipp 

Business split lacking business purpose 
denied surtax exemption and ac- 
cumulated earnings tax exemption, 
8JTAX273, May 58, Ipp 

Tax free exchanges should be continued: 
Hellerstein proposal wrong in light of 
Mass. experience, Dane J 36Taxes244, 
Apr58 Tpp 

thin 

Checklist of procedures in thin incorpo- 
ration, Kahn G J 8JTAX341, June58, 
3pp 

CRIMES 


Tax evasion, from offense to conviction, 
a guide to general practitioner, Mur- 
phy J H 27FordLR48, Spring58, 19pp 

DAMAGES 

Litigation and settlements, tax effects 
of; drafting suggestions, Moss C J 
36Taxes273, Apr58, 5pp 

DEDUCTIONS & EXPENSES 

Penalties—courts apply frustration-of- 
public-policy and hardship tests, 43 
CornellLQ725, Sum58, Tpp 

Bribes to foreign officials, political con- 


trovery over deductibility, 9JTAX 
60, July58, lpp 
Advertisong, utilities and IRS dispute 


deductibility of anti-public power, 8 
JTAX211, Apr58, 2pp 

Tax advice, regs under Sec 212 allow 
duction for, 8JTAX199, Apr58, lpp 

Home employees, filing information re- 
turns for, will support claim for busi- 
ness use, 105J Account No. 3, 85, Apr 
58, Ipp 

cosualty 

Proving theft of jewelry, value, basis, 
4LRB&MJ3, May58, 2pp 

education 

Education to maintain present skills, 
explanation of new regs, Gad S 31 
WisBB No. 3, June58, 5pp 

investment 

Proxy fight expenses should be deduct- 
ible, Webster G D 25JBADCo1355, Jul 
58, 6pp 

Proxy battle expenses; tax corporate law 
questions; recent cases analyzed, 44 
ABAJ686, Jul58, 3pp 

Derivative suit expenses deductible, but 
stockholder’s expenses at meeting are 
not, 8JTAX283, May58, lpp 

obsolescence 

Wide screens make old movies obsolete, 
(TC Docket), 9JTAX134, Sep58, Ipp 

repair 

Cases on repair v. capital expenses re- 
viewed; conclusion, distinction will re- 
main unclear, Cook J B 8JTAX327 
June58, 4pp 

travel and entertainment 

Review of 66(a) controversy; 1958 regu- 
lation, Goodson C K 3NatPA16, May 
58, 2pp 

Reimbursed expense as dividend; partial 
solution no reimbursed expenses, sal- 
ary increase, 9JTAX34, July58, lpp 

Taxpayer who accounts to employer 
needn’t itemize on return, proposed 
regs, 8JTAX282, May 58, 2pp 

Lawyer’s own travel and entertainment 
expense deduction; a comprehensive 
analysis in dialogue form, Hobbet R D 
& Boerner R L 8JTAX194, Aprb58, 
5pp 

DEPENDENTS 

Rental value of home included in de- 
pendent support, 8JTAX198, Apr58, 
lpp 

DEPLETION 

percentage 

Political arguments for and against per- 
centage depletion; legislative history, 
Blaise F J 36Taxes395, June58, 32pp 

DEPRECIATION 

Case history of a depreciation contro- 
versy over a tugboat; regulations, cases 
analyzed, Lowrimore C S, Sr., 9JTAX 
130, Sep58, 3pp 

IRS seen disallowing in year of sale of 
asset at gain, 105JAccountNo.5, 79, 
May58, lpp 

Bulletin F revision, suggestions solicited, 
Jensen W M 31NewsB131, May58, 2pp 

Real estate, elementary rules for depre- 
ciation, Horowitz M 39REstN165, May 
58, 4pp 





Useful lives; C 


Bulletin F 
Barlow J 


of C calls 
obsolete and unrealistic, 
9JTAX86 Aug58 4pp 

Current dollar depreciation favored by 
corporations; AICPA survey, 8JTAX 
330, June58, lpp 

Proposed “‘lifo’’ method of depreciation 
would link deduction to reinvestment 


thus offset inflation, Peloubet M E 
8JTAX258, May58, 3pp 

accelerated 

New leased property purchased under 
option not new property for accele- 
rated depreciation, 105JAccount No. 


3, 82, Apr58, lpp 

salvage 

IRS attitudes on salvage and accelerated 
depreciation, a practical view, Romalk 
T 8JTAX204, Apr58, 3pp 

EMPLOYEES 


benefit plans 

Widows of employees, payments to, com- 
prehensive survey of cases on, Groh R 
20IIICPA No. 2, 34, Winter57-58, llpp; 
86Taxes333, May 58, 10pp 

meals, lodging and moving expense 

Summary of taxes on meal and lodging 
furnished employee, Wolfe P 28 





NYCPA344, May58, 7pp 
ESTATES AND GIFTS—BOOKS 
Beveridge J W, Beveridge Law of Fed- 
eral Estate and Gift Taxation, Cal- 


laghan & Co., (Chicago, 1956-58) 


1544pp, $60.00 

Bittker, Federal Income, Estate and 
Gift Taxation, Little, Brown & Co., 
(Boston, 1955) 1280pp. $11.00 


Lowndes & Kramer, Federal Estate and 
Gift Taxes, Prentice-Hall, (Englewood 
Cliffs) 

Federal Estate and Gift Taxes Explained 


—Including Estate Planning. Com- 
merce Clearing House, (Chicago, 
1956) 288pp, $3.00 


These cover the entire field—property 
transfers, administration problems, as 
well as taxes: 


Casner, A J Estate Planning, Little, 
Brown & Co., (Boston, 1956) (an- 
nual +. ment) 11% 37pp, $15.00 

Loring, A Trustee’s Handbook (revised 
by MA Shattuck) Little, Brown & 
Co., (Boston, 1940) 425pp, $7.50 


Shattuck M A & Farr J F, An Estate 
Planner’s Handbook, second edition 
Little, Brown & Co., (Boston, 1953), 
610pp, $10.75 

Spinney W R, Estate Planning—Quick 
Reference Outline, 5th Edition, 1958, 
Commerce Clearing House, (Chicago, 
1958) 96pp, $1.50 (paper cover) 

ESTATES—ARTICLES 


Colorado and federal death ae gift 
taxes compared, Cook J E 5Dicta 
| 105, Mar-Apr58, 8pp 
et administration 
Three practical comments: 
" penses for income tax; income during 
2 administration; widow’s award, 97 
mil Tr&Est421, May58, 2pp 
Gifts that fail to remove the 
=» from the estate for 


electing ex- 


property 
estate tax pur- 


“i poses, Dunn J P 9JTAX42, July58, 

py OPP. P 

44 Tax saving in expense deduction elec- 
tion, income or estate tax, remainder- 

ded man must share, Cimino M & Doutiit 


eT A 35Dicta36, Mar-Apr58, 6pp 
= Condensed 9JTAX165 Sep58, 3pp 
Premium payment test for inclusion of 
=n insurance in gross estate should not 
fil be re-enacted, Brown G S 36Taxes295, 
‘nad May58, 5pp 
te | marital deduction 
—» Ten years’ experience; 
om niques; cases, Golden 
< 304, Apr58, 10pp 
* State-court-approved probate settlements 
- (some) are binding for marital de- 
=» duction, Gallagher C P 35Dicta99, 
Mar-Apr58, 5pp 
~, Planning 
voll CPA gives example of typical small 
7 business owner; shows planned estate; 
i family trusts, FitzGerald J J 31Mass 
i CPANewsB142, Jun58, 7Tpp 
* Tax and other factors in planning for 
common disaster, 38BULRev257, Spr 
58, llpp 
Gifts and marital deduction wise though 
spouses’ estates are equal, Schlosser J 
8JTAX294, May58, 3pp 
Widow’s election, advantages greater in 
community property states, Westfall 
D 71 HarvLR1269, May58, 30pp 
EXCESS PROFITS TAX—BOOKS 


Seidman, Seidman’s Legislative History 
of Excess Profits Tax Laws: 1946-1917, 
Prentice-Hall, (Englewood Cliffs) 

EXCISE TAXES 


drafting tech- 
J R 97Tr&Est 


Horse racing revenue to states has 
doubled since 1950, 22TAN38, Apr58, 
Ipp 


EXEMPT 

organizations 

Clubs seeking public patronage may 
lose exemption. Change in regs, 9 
JTAX169, Sep58, 2pp 

Collapsible fund-raiser, case on docket 
may clarify “substantial”, 9JTAX118 


Aug58 2pp 
FAMILY TRANSACTIONS 


Split dollar insurance—good method for 
family gifts, 41LRB&MJ2, May58, lpp 

Property settlements, gift tax problems 
of; antenuptial, support, separation 
and divorce, 87NebLR639, May58, 
28pp 


FARMERS—BOOKS 


Halstead H M, Federal Income Taxation 
of Farmers, Committee on Continuing 
Legal Education, (Philadelphia, 1956) 
129pp, $3.00 

FARMERS—ARTICLES 

Co-operatives, IRS agrees not to tax 
non-cash patronage allocations, Sch- 
warzer W W 33JSBCal290, May-Jun 
58, 4pp 

Livestock, comprehensive consideration 
of grower’s tax problems, Freeze C A 
9JTAX51, July58, 3pp 

Cooperatives, farmer’s uncollected pat- 
ronage allocations not taxed, Rich- 
ardson B K 33CalBJ124, Mar-Apr58, 
5pp 

FOREIGN—BOOKS 


Barlow and Wende 
and Tazation 
International 


r, Foreign Investment 
-Harvard Law School 

Program in Taxation, 
Prentice-Hall, (Englewood Cliffs, 
1957) 506pp, $7.50 

Easy to read; no citations; introductory. 
Posner S I & Allan H J, Federal 
Taxes and Foreign Investments, Public 
Affairs Press, (Washington, 1958) 
14pp, 50¢ 


FOREIGN—ARTICLES 


See. 1235 unfair to foreign inventor, 
Rado A R 9JTAX96 Aug58 4pp 
ABA proposals for foreign tax credit 


limitations, WHTC definition, 8JTAX 
872, June58, Ipp 
business 


Analysis of premises behind Spermacet 
decision, Baker R P, 9JTAX154 Sep58, 
2pp 

Why U. S. movies are made 
Bernstein I, 9JTAX156, 

Choosing form of organization: re- 
mitting profits; taxes on employees, 
Cameron A 106J Account45, Jul58, 6pp 

Income earned abroad, US should lower 
tax and permit deferral of, Jorgensen 
R R 8JTAX249, Apr58, Ipp 

Doing business abroad, US tax treaty 
advantages, Carroll M B 8JTAX248, 
Aprb58, 2pp 

corporation 

Royalties tax credit from foreign sub- 
sidiary better than dividend tax credit, 
Baker W R & Creed J F 36 Taxes 
329, May58, 4pp 

holding company 

Organizing, operating foreign hase hold- 
ing company, Meek M R 30ChiBR403, 
Jun58, 5pp 

Tax, other problems in organization: 
list countries used. hazards foreseen, 
Phelps J O 283NYCPA486, Jul58, llpp 

Warning: foreign corporations may be 
personal holding companies, 28NY 
CPA454, Jun58, Ip 

income 

Pro & con for U.S. credit for waived 
foreign tax, Hollman L D 9JTAX152, 
Sep58, 3pp 

US credit for waived Pakistan 
(dropped from treaty) analyzed, 
M J 9JTAX150, Sep58. 3pp 

Regs drop negotiating office rule for in- 
come source, 9JTAX155, Sep58, Ipp 

Mexico, summary of taxation of US 
business in, Gumpel H J 36Taxes427 
June58, 10pp 

Place of sale, final rerulations clarify 
substance of sale rule, McCarthy J 
8JTAX313, May58, lpp 

Exempt foreign income eligible for for- 
eign tax credit, history, case analysis, 
8JTAX312, May58, 2pp 

Germany, taxation of Americans in, 
Steefel E C & Gumpel H J 36Taxes 
251, Apr58, 8pp 

Foreign-source income, foreign and US 
taxes on; how they work; examples, 
King E P 10TaxExec220, Apr58; 15pp 

Proposals and theories of tax on foreign 
source income, Jenks T E 10TaxExec 
270, Apr58, 14pp 

Legislative proposals for foreign source 
income; undeveloped countries, Tech 
Amend Bill, tax havens, foreign sub- 
sidiary liquidation, Hollman L D 10 
TaxExec284, Apr58, 19pp 


abroad, 
Sep58, lpp. 


taxes 
Kust 


ane tious obese 





Basic principles of taxation of non-resi- 
dent citizens, foreign income, Meek 
M R, 8JTAX870, June58, 2pp 

taxes 

Tax evaders, 95% of those prosecuted 
convicted (England) 8JTAX249, Apr 
58, lpp 

treaties 

Great Britain, US trustee for British 
residents exempt on capital gains 
under UK treaty, 33NYULR233, Feb 
58, 5pp; decision disapproved 71 Harv 
LR1163, Apr58, 3pp 

Pakistan tax treaty (unratified) would 
give no substantial incentive, Kust M 
J 10TaxExec303, Apr58, llpp 


FORMS 


Residence, IRS form for deferring gain 
on sale uses wrong date, 9JTAX34, 
July 58, lpp 


FRAUD—BOOKS 


Articles originally 
Journal of Taxation: 
Fraud: What the 


published in The 
Balter, H G, Tax 
Practitioner Needs 


to Know to Protect His Client, The 
Journal of Taxation, (New York, 
1957) 96pp, $2.00 


Kostelanetz B & Bender L, Criminal 
Aspects of Tax Fraud Cases, Com- 
mittee on Continuing Legal Education, 
(Philadelphia, 1957) $3.00 


Mortenson, E R, Federal Tax Fraud 


Law, Bobbs-Merrill Co., Ine., (In- 
dianapolis, 1958) 

FRAUD—ARTICLES 

Suggesions on handling case in IRS, 


Balter H G, 3NatPA8, Aprb58, 3pp 

Innocent wife may not be liable for 
fraud on joint return, 9JTAX177 
Sep58, lpp 

Limitation on civil fraud, ABA proposes 
8-year statute, 9JTAX116 Aug58 Ipp 

Professionals, expanding concept of tax 
fraud endangers their licenses, F'ree- 
man H A 9JTAX2, July58, 3pp 

IRS fraud and collection procedures im- 


prove, says IRS, 8JTAX373, June58, 
2pp 
Returns necessary for proof, destruc- 


tion of originals, proof of contents, 
Greenside M 36Taxes322, May58, 8pp 

Disbarment of attorneys for tax evasion 
too harsh a penalty, 9JTAX4, July58, 
2pp 

GIFTS 

When to start making gifts to avoid 
estate tax, 41LRB&MJ1, May58, Ip 

Proposed regulations on family and short 
term trusts, problem raised by, Win- 
ton S C 8JTAX351, June58, 2pp 

Unreported gift situations, typical; State 
Bar Tax Section speech warning gen- 
eral lawyers about, Mason J C 8JTAX 
327, June58, 4pp 

minors 

Income and estate tax problems in new 
trusts for minors qualifying for gift 
tax exclusion, Norvell R 10BayLR29, 
Win58, 13pp 

Custodianship has few tax or procedural 
advantages over trust, 32StJRL343, 
May58, 15pp 

Estate tax consequences of inter vivos 
trust for minor dependents; thorough; 
legislation needed, Schneider H 36 
Taxes233, Apr58, 12pp 


INCOME 


gross 

Cancellation of unmatured interest-free 
debt held income at discounted value; 
ease criticized, 71HarvLR1165, Apr58, 


2pp 
similarly 46UCLALR297 May58, 4pp. 
INSURANCE—BOOKS 


Foosaner S J, Foosaner Tax Uses of 
Life Insurance, Callaghan & Co., 
(Chicago, 1957) 265pp. $8.50 

Harnett, Taxation of Life Insurance, 
Prentice-Hall, (Englewood Cliffs, 
1957) 296pp, $7.50 

How Federal Taxes Affect Life In- 
surance and Annuities, Commerce 
Clearing House, Inc., (Chicago, 1958) 


96pp, $1.50 
INSURANCE—ARTICLES 


Income, estate, Section 102 tax on 
premiums, proceeds insurance-funded 
redemption plan, Garbs L H 1958 
UINLF135, Spr58, 20pp 

CPA reviews tax problems in buy-sell 
agreements, Mitchell G P 17OhioCPA 
63, Spr58, 6pp 

Casale, Prunier reversals settle premium 


questions; Holsey threatens redemp- 
tions, White R G, 22AlbanyLR349, 


Jn58 llpp 


Casale explained, 32StJLR338 May58, 
5pp 





Stock retirement, life insurance fund@ old and 
premiums not dividends but IRS mg Federal 
seek to tax proceeds, 32 StJohnLR3g ships, L’ 
May58, 5pp 1952) 46 


Casale consistent with prior 
corporate entity decisions, : 
378, Apr58, 3pp 

Funded deferred compensation agry 
ments for stockholders should § on the ¢ 
taxed, Casale disapproved, 42Minn] (Philade 
947, Aprb58, 6pp hockey H 

Stock redemption under buyout di of Oper 
ment may be dividend, Lawthers Rj Partners 
8JTAX322, June58, 5pp (Englew 

Fire insurance, taxation of proceeds @aubman 
use and interruption compared; cog Classi fice 
prehensive, Merritt R L 36Taxes3@ tions, In 


separg plement) 
24BklyniMcDonald 
EA, F 


Partners 
: 


May58, 16pp $15.00 
Prunier and Casale reversals inco Villis, Ha 
sistent with tax equities and |g tion, Pre 
patterns, Sneed J T 43CornellLQ3i§ 1957) 5: 
Spring58, 46pp chairma! 
Subchap 
INSURANCE COMPANIES pointed 
History of taxation; present impasse @ Means S 
choosing method, Swangren H C€ genue Ta 
ay or 
CLUJ251, Sum58, llpp ARTNER: 
INTERNAL REVENUE SERVICE ARTICL 
personnel fax, other 
IRS technical personnel, improveme CPA 
8JTAX256, Apr58, Ipp be ete 
practice (TC Do 


exam cards for Treasury practi@retiring 
8JTAX250, Apr58, 4pp of tax t 
procedure iz 3pp 


Public accountants ask for limited edemptio 





jon 

Tax Court settlements under region ee 

counsel’s direction now, Herzog R§ contribu 
36Taxes299, May58, 6pp 58, 2pp 
Informer’s fee, IRS pays $68,000, hivisory 

JTAX234, Apr58, lpp collapsit 

INVENTORY 363, Jur 


Agreement between tax law_ "t — 
counting concepts general, May5e. 
pointed out, Shannon G F 9JTAXi§ MAY?®: 
July58, 3pp sis 

JOINT TENANCY nis 

Gift tax problems on joint tenancy staf gon J F 
bar tax section speech, Lamme W 
9ITAXT79, Aug58, 2pp 

LIQUIDATIONS 

Bad debt reserves should not be ordiy proved, 
ary income in Sec 377 liquidation; IRf MinnLF 
wrong, Breary R 8JTAX216, Aprigax year 
38pp problem 

Corporate liquidation sections may § WP 44 
revised; Mills Advisory Group, CENSION 









Bar differ 8JTAX220, Apr58, 4pp | PLANS- 
LOSSES ice L I 
carryback and carryover Sharing 
Libson Shops should not apply to 19% phia. Ii 

— Clarke E H 15W&LLR135 Spifhiices 
Continuity-of-business test; Libson Shog _. : 

critically analyzed, found inapplicab ie Hk 

under 54Code, Levine M & Petta $9.00 
36Taxes445, June58, 9pp = 
Proposal to disallow loss carryover wHENSION 


less business is continued for 
Barkin S 8JTAX260, May 58, 4pp ecord ke 
OIL AND GAS—BOOKS — 
Breeding & Burton, Taxation of Oil eater 
yas Income, Prentice-Hall, (Engl brief : 
wood Cliffs). Melnilec 
Miller K G, Oil and Gas Federal | fetnet 
come Taxation, Commerce Clearit plan 
House, Inc., (Chicago, 1957) 352 » 
$10.50. Author is an attorney and 
practicing CPA, a partner in Arth 
Young & Co. 


OIL AND GAS—ARTICLES 
Recent developments in taxation of é 
and gas; written before Sp. Ct.1 
versal of La’e and related cas 
Benjamin E B, 32TulLR607, Juni 
48pp 
Tax planning in oil and gas 
arrangements; all types . 
Fielder P C 9JTAX172, Sept58 4pp ff 
Intangible drilling & development cost 
new regs solve some problems, statu! 5 
prevents real solution, 5UCLA LR5# pp 
May58, 15pp : ERSONA 
Lake case leaves room for capital gaiWernon \ 
planning in retained oil payment} Federa 
Simon S C 9JTAX27, July58, 2pp f uals, C 
Oil and Gas, income taxes on; new él) Educat 
tion of Miller’s authoritative book o§ pp, $2. 
8JTAX376, June58, lpp az Ang 
Intangible drilling deduction to limited Clearin 
by IRS to driller’s incurred costs, 19 $1.00 
JAccount No. 3, 85, Apr58, lpp PLANNI| 
PARTNERSHIPS—BOOKS Ervin J 
Aronsohn, A J B, Partnersh*ps, Pract ning, 
cal Law Institute, (New York, 19" bany, 
106pp . OLICY- 
Unfortunate that this fine text was 0 
revised to include the 1954 Code. Th plough, 
separate volume makes correlation 4 Prenti 


3 yeary ARTIC! 

















ance fundd old and new cumbersome. Little P., 
ut IRS m& Federal Income Taxation of Partner- 
tJohnLR3w ships, Little, Brown & Co., (Boston, 


1952) 469pp, (with 1957 bound sup- 
ior separa plement) $25.00 
, 24Bklyni{cDonald D, Dohan D H D & Phillips 
if A, Federal Income Tazation of 
ition agra Partners and Partnerships, Committee 
should ‘Sar the Continuing of Legal Education, 
42MinnL4 (Philadelphia, 1957) 
fhockey H & Sweeney H W, Taz Effects 
1yout agra of Operating as a Corporation or 
twthers Ri Partner ship, Prentice-Hall, Inc., 
(Engle wood Cliffs, 1957) 585pp, $8.50 
proceeds @aubman J,The Joint Venture & Tax 
pared: com Classification, Federal Legal Publica- 
36Taxessq tions, Inc., (New York, 1957) 493pp, 
bili. 1 
rsals inc illis, Handbook of Partnership Taxa- 
Prentice-Hall, 


2s and tion, (Englewood Cliffs, 
ornellLQ3 ff 957) 585pp, $15.00. The author was 
chairman of the advisory group on 


Subchapter K (partnerships) ap- 

pointed by the House Ways and 

impasse @ Means Subcommittee on Internal Rev- 
ren HC } enue Taxation. 


PARTNERS G PARTNERSHIPS— 





ICE ARTICLES 
‘ax, other problems, termination of ac- 
—— counting partnership, Block M, 28 
mprovemef NYCPA515, Jul58, 5pp 
Real Estate syndicates as partnerships 


(TC Docket), 9JTAX182, Sep58, 2pp 
limited noRedemption of interests of deceased or 
ry practig retiring partner, proposed clarification 

of tax treatment of, 9JTAX112 Aug58 


spp 

_ Pormation of partnership; careful choice 
He regio of accounting method and inventory 
Herzog R contribution necessary, 9J TAX54, July 

- Zpp 
$68,000, Livisors group proposals to simplify 
collapsible partnership law, 8JTAX 

} 363, June58, 3pp 


‘ax advantages of partnerships, limited, 


“fm family, others, Casey W J 8JTAX303, 
F 9ITAX! May58, 3pp 

jasis 

Appreciated partnership assets; tax 


minimization in the sale of, Donald- 
son J B 8JTAX225, Apr58, 3pp 
ath of 


fartner’s estate 





enancy sta 
amme W i 







includes right to share 


profits (old law); Riegelman ap- 
ot be ordig proved, 1954 Code seen unclear, 42 
\idation; Iki MinnLR1187, May58, 5pp 
(216, Aprifax year of partnership, estate, heirs; 





| problems, possible tax savings, Sutter 
ons may § W P 44ABAJ576, June58, 3pp 
Group, CENSION AND PROFIT-SHARING 
r58, 4pp PLANS—BOOKS 

Rice L L, Basie Pension and Profit- 

Sharing Plans, Committee on Con- 
ols to ing tinuing Legal Education (Philadel- 
phia, 1957) 148pp, $3.00 


35 Sp 
LR135 Sp ‘Biauses and complete 
plans. Pension and 
son S$ 
Libson Show Plans and Clauses, 


ing wrk 
4 ing House, 
& Petta $9.00 


texts of actual 

Profit-Sharing 
Commerce Clear- 
(Chicago, 1958) 464pp, 


urryover WRENSION G PROFIT SHARING PLANS— 
for 3 yeas ARTICLES 

y 58, 4pp Record keeping for profit trusts; forms; 
information returns, Kendall J A 25 

« of Ol CalCPA31, May5 6pp 

all - "Multi-employer pension plans; 


(Engl irief reference to tax 





includes 
qualifications, 





Melnikoff M, 12CLUJ228, Sum58, 23pp 

Federal A A 
ce Clear 2 peg description of various 
on i. Stringfellow F H 11VaAccount 


157) 
yrney and 
r in Art 


13, Spr58, 5pp 
and Heinorit sues to end phantom plan, 


SJTAX149, Sep’58, lpp 
Pension better than profit-sharing for 

middle-aged executives, Bret W N 
, 9JTAX84 Aug58 2pp 
cation of A 
Sn, CL rusteed and insurance funded plans 
lat ‘d cand compared, Root C D 9JTAX15, July 
307, Juni 58, 2pp . , 
ue UMSrowth of pension funds rapid says 


SEC, 8JTAX292, 
gas sharil 5 
s analyz ension and profit sharing plans com- 
ept5s 4pp pared; suspension, merger and discon- 
pment cost “Nuance problems; a practical sur- 
lems, statu! isn Lurie A D 83JTAX236, Aprb58, 


CLA LRé5# 

beRsonAL—Booxs 
capital gaiVernon W, Vernon LM, & Keebler S E, 
l payments Fede ral Income Taxation of Individ- 
y58, 2pp uals, Committee on Continuing Legal 


on; new @} Education, (Philadelphia, 1955) 150 
ive book § pp, $2.50 


May58, lpp 


az Angles for Homeowners, Commerce 


n_ to limite§ Clearing House, (Chicago, 1957) 64pp, 
ed costs, 1'9 $1.00 
8, IPP PLANNING—BOOKS 

2 rvin J W ed., 1958 Major Tax Plan- 
h*ps, Pract ning, Matthew Bender & Co., (AI- 
York, 1959 bany, 1958) $14.50 
text was ii LICY—BOOKS 
‘4 Code, Tuplough, The Federal Taxing Process, 


orrelation @ Prentice-Hall, Englewood Cliffs 


t 


Lent, G E, A Tax Program for Small 
Business, The Amos Tuck School of 


Business Administration, (Hanover, 
1958) 28pp, (bulletin—free) 
POLICY—ARTICLES 


Analysis of red cedar shingle industry 
shows payroll tax would fall over 95% 
on buyers; other taxes not shifted; 
method seen applicable to test 
theories, Collier R P, 11NatTaxJ35, 
Mar58, 2lpp 

Criteria for averaging 
Dickerson W E, 
May58, 7pp 

Proposal to end corporation tax but im- 
pute the income to security holders, 
Holmes R S %11NatTaxJ56, Mar58, 
llpp 

Proposal for identical limited graduated 
rates for corporation and individual; 
capital gain tax as ordinary income; 
etc., Twitchell D E 7ClevMarLR376, 
May58, 6pp 

Income taxation and job selection; 
highly theoretical, Wessel R H, 11Nat 
TaxJ78, Mar58, 6pp 

ABA proposals for 36-month compen- 
sation, pre-1954 separation payments, 
private disability funds, charitable 
carryover, estate planning expense, 
pre-death depreciation, 8JTAX366, 
June58, 3pp 

Small Business Committee of Senate 
recommendations for tax law changes, 
depreciation, private pensions, accum- 
ulated earnings, 8JTAX 306, May58, 
4pp 

Ancient taxes and tax collection methods 
much worse, Kohr L, 8JTAX285, May 
58, 2pp 

Tax cuts proposed, many 
benefits and how much, 
May 58, 2pp 

Small business would not he helned by 
corporate tax cut, 8JTAX263, May58, 
2pp 

Tax avoidance, high rates lead to (Eng- 
land) 8JTAX253, Apr58, Ipp 

Tax exemptions hurt system and those 
exempted: speech excerpt, Smith D T 
8JTAX240, Apr58, Ipp 


PROCEDURE—BOOKS 
Casey LF, Casey Federal Tax Practice, 


income plans, 
105J Account5, 27, 


plans, who 


8JTAX284, 


Callaghan & Co., (Chicago, 1955) 
1951pp, (Cumulative Pocket Parts— 
annually) $80.00 


Goodrich E J & Redman L, Procedure 
Before the Internal Revenue Service, 
Committee on Continuine Lezal Edu- 
eation, (Philadelphia, 1957) 205pp, 
$3.00 

Lore. How to Win a Tax Case, 
Hall, (Englewood Cliffs) 

Keir L E, The preparation and Trial of 
Cases in the Tax Court of the Un‘ted 
States, Committee on the Continuing 
of Legal Education, (Philadelphia, 
1955) 

When You Go to the 
cedure and Practice, 
ing House, Inc., 
316pp (paper cover), 


PROCEDURE—ARTICLES 

Former attorney for Regional Counsel 
explains office’s work: conferences, 
settlements, trials, relations with ap- 
pellate div; procedures; attitudes, sug- 
gestions for practitioners, Kopperud 
A 36Taxes473, Jul58, 7pp 

Proposed Federal Code of Administra- 
tive Procedure should not be made ap- 
plicable to IRS, Miller R N 36Taxes 
525, Jul58, 3pp 

Pay first or use Tax Ct, says Sup. Ct., 
Riordan J Q 9JTAX106 Aug58 2pp 


Prentice- 


Tax Courts Pro- 
Commerce Clear- 
(Chicago, 1957) 
$4.00 


1120 instructions wrong in requiring 
information report of income pay- 
ments to corporations, 8JTAX274, 


May58. lIpp 

Jury trials, statistics of 
eases, Holzman R S 36 
May58, 5pp 

Equitable recoupment of barred claims; 
IRS denies doctrine; Courts limit but 
allow, 36NCLR347, Apr58, 6pp 


REAL ESTATE—BOOKS 


Anderson P E, Tax Planning of Real 
Estate, Committee on Continuing Le- 
gal Education, (Philadelphia, 1957) 


REAL ESTATE—ARTICLES 


Real estate investment companies should 
be given tax advantaces of mutual 
funds; recently proposed legislation 
examined, Channing L M 36Taxes502, 
Jul58, 12pp 

Methods of selling real estate held by 
corporation; practical and tax con- 
siderations; installment sales; liquida- 
tion, Schlosser J, 283NYCPA416, June 
58, &pp 

Purchaser, tax minimization for; variety 
of transactions considered, Boughner 
J L 9JTAX30, July58, 4pp 


recent tax 
Taxes 301, 


Sec 1237 application explained; illustra- 
tions, Groh R 36Taxes267, Apr58, Tpp 

subdivisions 

Capital gain on subdivision: Sec 1237 
does not help; no eligible person will 
use it, Spandorf L & Tonelson E D 
8JTAX201, Apr58, 3pp 


REDEMPTION OF STOCK 

Sec302_ revision, 
posal analyzed, 
Aug58, 2pp 

Advisory group report on Sec 302 out- 
lined, Donaldson J B & Kopperud A 
9JTAX68, Aug58, 2pp 

IRS attitude toward Sec 302 reason for 
revision proposals, Hobbet R D 9 
JTAX67, Aug58, 2pp 

death taxes 

Marital bequest redemption, proposal to 
extend Sec 303 to cover, Kahn G J 
9JTAX70, Aug58, Ipp 

Heir’s stock, cone of redemption at 
time of a Sec. 303 redemption, Gel- 
band J F SJ TAX244, Apr58, 2pp 


dividend 


Holsey-Zipp TC decisions criticized as 
ignoring corp entity (written before 
Zipp affirmation), Jones H L 36Taxes 
437, June58, 8pp 

Zipp case shows dangers in stock re- 
demption; under funded buyout plans 
still unclear, Maier L 9JTAX37, July 
58, 2pp 


Sec. 306 
IRS policy in waiving 306 treatment 


for transactions not to avoid tax, 
105J Account No. 3, 82, Apr58, 2pp 
REFUNDS 
Prepayments of tax cause $3 billion in 
refunds, 9JTAX33, July58, Ipp 
Fraudulently obtained refund checks, 
bank not liable for cashing, 8JTAX 
378, June58, Ipp 
Voluntary payment of another’s tax not 


advisory group pro- 
Dale E R 9JTAX66, 


refundable, 36Taxes349, May58, 2pp 
RETURNS 
Taxpayer preparation of returns en- 


couraged by IRS, 8JTAX368, June 58, 
lpp 

consolidated 

Examples of advantages and disad- 
vantages of consolidated returns, Swift 
M F 28IliCPA No. 8, 25, Spring58, 


8pp 

Examples; guides on when to elect, 
201NCPA25, Sp58, 8pp 

estimates 


Correcting underestimate by increasing 
withholding, 9JTAX143, Sep58, lpp 


STATE AND LOCAL—BOOKS 


Morton W A, Housing Taxation. The 
University of Wisconsin Press, (Madi- 
son, 1958) 280pp, $4.75. 

Stuetzer, H. Jr., Massachusetts Taxation 
of Corporations, Little, Brown & Co., 
(Boston, 1956) 125pp, $3.25. By a 
practicing accountant. partner in Ly- 
brand, Ross Bros. & Montgomery. 


STATE AND LOCAL TAXES—ARTICLES 

Recent changes in revenue collections; 
correlated with population chances, 
etc., Leonard L A 11NatTaxJ67, Mar 
58, llpp 

Outline Alabama state taxes, McNair 
W C, 19AlaLaw284, Jul58, 10pp 

Ba'timore ad tax ended, 9JTAX180, 
Sep58, lpp 

Common errors in filing Ohio returns, 
170hioCPA77, Spr58, 3pp 

Refund NYC gross receipts tax denied 
for lack of protest at payment; Mer- 
cury Machine Importing criticized, 22 
AlbanyLR383 Jun58& 6pp 

High cost of exemption program to at- 
tract industry, Ross W D 9JTAX109 
Aug58 2pp 

Location choosing, use of computers to 
determine best tax solution, Kust L E 
9JTAX58, July58, 2pp 

Federal enclave, state should lack tax 
jurisdiction over, 71HarvLR1370, May 
58, 3pp 

New York legislation proposed for 1953, 
Eolis MIR 28NYCPA289, Apr58, 2pp 

income taxes 

Sales in “Mass” formula, NY *& Pa.: 
no state statute limitations, Etkin W 
28NYCPA511, Jul58, 3pp 

Wisconsin declaratory judgment; pro- 
cedure to test ruling is uncertain, 
Malu G J 41MarqLR446;Spr58, 10pp 

1958 Tax Law changes; also includes 
real estate and. mise tax changes, 
Murphy J H 30NYSBB203, Jun58, 


pp 
Industry tax men criticize proposed 
uniform law of multistate income 


allocation on policy as well as specific 
provisions; speech, 36Taxes533, Jul58, 
10pp 

NY deputy comm. describes tax, with- 
holding on non-residents; speech, 36 
Taxes542, Jul58, 3pp 

Listing of states requiring withholding 
from residents, non-residents, 26Con- 
trol330, Jul58, Ipp 

Phila income tax dispute with N J con- 
tinues, 22TAN50, May58, lpp 

Differences between Federal and NY 
income tax; examples, Haigsberg O 
28NYCPA363, May58, 2pp 

New York taxes favor incorporation of 
service business letter, Rand S H 
28NYCPA318, May58, 2pp 

interstate commerce 


Summary of recent cases; suggestions on 
filing returns for multi-state busi- 
ness, Reck P A 26Control311, Jul58, 
Spp 

Workable state taxation of interstate 
business will be achieved by y Ss. 
statute only says Mass. Tax Com- 
missioner, Dane J, 8JTAX278, Mey 
58, 3pp 

property toxes 

N. J. local property tax bureau de- 
scribed, Hart A F 24Assessors’NL39, 
Apr58, 3pp 

California assessment co-ordination de- 
scribed, Keith J H 24Assessors’NL51, 
May58, 7pp 

For exemption, what is “religious,” 
“charitable”? 33NotDLaw423, May58, 
4pp 

US Census Bureau study of sales prices 
and assessed value, 24Assessors’NL50, 
May58, lpp 

Assessed value ranges between 6 and 
54% of sales value, census shows, 22 
TAN49, May58, 2pp 

Assessment administration, standards 
for Conn. recommended, 24 Assessor 
NL62, June58, lpp 

Assessors’ survey shows personnel No. 1 
problem, 24AssessorNL62, June 58, 
lpp 

Iowa Property Tax Division, outline of 
functions, Tipton B B 24AssessorNL 
62, June58, 3pp 

Religious organization exemption, agnos- 
tie group qualifies; new trend, 7De 
PLR206, Spring-summer58, 8pp 

Texas, legislation proposed by Assessing 
Officers Association, 24AssessorNL71, 
June58, lpp 

Federal property used by private in- 
terests subject to property tax, Sup 
Ct rules, 8JTAX357, June58, 2pp 

sales tox 


Automatic vendors must pay Washing- 
ton sales tax though none is collect- 
ible from customers, Lenihan W F 
33WashLR190, Sum58, 3pp 

Speculative builders can avoid Washing- | 
ton sales tax, Lenihan W F 33Wash 
LR188, Sum58, 3pp 

Washington tax due on purchase of 
carbon electrodes for manufacture of 
ferrosilicon in electric furnace, Leni- 
han W F 33WashLR192, Sum58, Tpp 

Ohio cost high; CPA suggests ending 


stamp system, 17OhioCPA80, Spr58, 
2pp 
STOCK AND STOCKHOLDERS 


Two-class common, Sec 305 advisory 
group proposal would kill, Haddad W ! 
N 9JTAX71, Aug58, 2pp 

Constructive ownership rules, advisory 
group Sec 318 proposals eliminate un- 
intended hardships, Teschner R 
9JTAX72, Aug58, 2pp 

Investment clubs, legal and tax prob- | 
lems 106UpaLR832, Apr58, 93pp 

options 

Tax, SEC, other legal problems re- 
stricted & unrestricted employee stock 
options, Grossman R & Herzel L 1958 
ULILF45, Spr58, 34pp 

Restricted options, new law, estate plan- 
ning, Neilan W J 12CLUJ220, Sum58, 
8pp 


TAX COURT 

Discovery procedure should be used by 
Tax Court: motions for better state- 
ment unsatisfactory, Kaminsky M 36 
Taxes498, Jul58, 4pp 

Circuit case law, Tax Court should fol- 
low, Vom Baur F T & Coburn G M 
8JTAX228, Apr58, 6pp 

Proposal to transfer the Tax Court to 
the judiciary, Kilpatrick H C 9JTAX 
7, July58, 2pp 


TAX PRACTICE—BOOKS 


14 papers from the 8rd Annual Insti- 
tute on Taxation conducted by the 
Texas Society of CPAs with the co- 
operation of the Univ. of Houston. 
Tax Planning under the New Regula- 











tions, The Journal of Taxation, (New 


York, 1957) 194pp, $4.95 

TAX PRACTICE—ARTICLES 

ABA UPL Committee urges its men to 
be on all conferences, 9JTAX186, 
Sep58, lpp 

AICPAs opposes 2 types of treasury 
ecards, 105J AccountNo.5,8, May58, 2pp 

Hartford Banks enjoined; can’t prepare 


tax returns if practice of law, 37 
MichSBJ17, May58, 2pp 
Trustee bank should prepare income 


tax returns. Q & A at ban:ers meet- 
ing, 37TrustB46, Apr’28, lpp 

CPA tax practice, records, fees, billings 
and costs, /Jsaacson B B, 8JTAX360, 
June58, 3pp 

Accounting firms, every one should have 
tax specialist, Mills L 283NYCPA257, 
Apr58, 5pp 

fees 


Lawyers and CPAs, schedules of sug- 
gested fees in tax work; Wisc., Idaho, 
8JTAX236, Apr58, lpp 

TRUSTS—BOOKS 

This is the text on the subject; thor- 
ough, comprehensive. Kennedy L W, 
Federal Income Taxation of Trusts 
and Estates, Little, Brown & Co., 
(Boston, 1948) with 1953 supplement. 
837pp. $20.00 

Olson R L & Gradishar R L. Saving In- 


come Taxes by Short Term Trusts, 
Prentice-Hall, (Englewood Cliffs, 
1956) 203pp, $7.50 

Tweed H & Parsons W, Lifetime and 


Testamentary Estate Planning, Com- 
mittee on Continuing Legal Educa- 
tion, (Philadelphia, 1955) 


TRUSTS—ARTICLES 


Midwinter trust conf; tax, legal ad- 
vantages, problems of discretionary 
trusts, McLucas D H 37TrustB17, Apr 
58, 10pp 

Tier system explained; proposals 
change analyzed, Tomlinson A 
JAccount32, Jul58, 9pp 

Allocation of capital gain tax to re- 
maindermen though gain went to in- 
come; case criticized, 71HarvLR1572, 
June 58, 4pp 

Discretionary trusts popular, provide 
family protection. tax shelter, Mc 
Lucas D H 8JTAX310, May58, 2pp 

Reciprocal trusts, consideration doctrine 
inequitable, Buell B T 35Dictal24, 
Mar-Apr58, lipp 

short term 


Precautions to be observed in tax sav- 
ings through short term trusts Wood- 
ward E 8JTAX242, Apr58, 3pp 

UNEMPLOYMENT TAXES 

Pa. Board of Review described: recent 
cases outlined, Abrams M 62DickLR 
315, Jun58, llpp 

NY rules on claims filed during vaca- 
tion, Ress S S 283NYCPA520, Jul5s, 
3pp 


for 
106 


Employment applications. false; split 
on whether it disqualifies for unem- 
ployment benefits, 9JTAX56, July 58, 
2pp 

Testimony on federal unemployment ex- 
tension bill; political, 8JTAX354, June 
58, 2pp 

Payment of unemployment benefits 
—— appeal: the “double affirma- 
ion” rule, survey, laws, cases, policy, 
8JTAX300, May 58, 3pp ; 

Legislation proposed to change unem- 
ployment benefits, Eubank M 8JTAX 
256, Apr58, lpp 

VALUATION 


Close company; Rev Rul 54-77 examined; 
warns that inflation mav have dis- 
torted earnings figures, Manc'na P F 
36Taxes491, Jul58, 7pp 

Oil and gas interests, 
estate & gift tax; 
chart; comprehensive, 
May58, 30pp 

Closed corporations estate and gift tax 
valuation; some practical aspects, 
Eesewreter R L 86Taxes259, Apr58s, 

pp 


WESTERN HEMISPHERE TRADING 
CORPORATION 


Intercompany sales to WHTC needn’t 
produce profit to US mfgr: IRS 
wrong, Baker R & Baker D 10 Tax 
Exec235, Apr58, 35pp 

WITHHOLDING TAX 

wages 

Combined reporting for income and so- 
cial security would result in bie sav- 
ings, Redman T 9JTAX101 Aug58 2pp 

Collection, IRS now has right to require 
trust bank aeeount for withheld taxes, 
Ress S S 283NYCPA300, Apr58, 2pp 


valuation for 
analytical case 
37NebLR609, 


CASES DISCUSSED 


Articles discussing extensively a tax 
case are indexed below. The first word 
in each item below is the name of the 
case, the second word the major sub- 
ject heading under which the article 
is indexed, the third word the minor 
heading, and the fourth word (italicized) 
is the first word of the article contain- 
ing the discussion. 


Abercrombie—oil—intangible 

Alleghany Corp.—ded & exp, 
proxy 

American Trust Co.—foreign, treaties— 
Gt Brt 

Auto Club of Mich—account, accrual— 
prepaid income; deferral; account, 
accrual & cash—cases 

R. F. Ball Construction Co.—collection, 
liens—federal 

Baltimore Dairy Lunch—compensation— 
reasonable 

Barnard’s estate—family—property 
settlement 

Barrett—est, mar ded—state court 

Beacon Publishing—account, accrual— 
prepaid income 

Bedford Mills—inventory—agreement 

Bess—coll, transfer—insurance 

Bixby—est. admin—taz saving 

Blair—coll, transfer—inaurance 

Blarek—dependent—rental 

Blue Ribbon Products—compensation— 
reasonable 

Blunt—gift, minor—estate tax 

Boltz—coll, transfer—insurance 

Boyd—coll, lien—foreclosure 

Boylston Market—account, 
cash—ineurance 

Bradford Hotel—income. gross-—cancel- 
lat‘on 

Breck—state & 
able 

Breitfeller Sales—corp. acc earn—Megs. 

Brodie—comp—deferred 

Brown—account. accrua'—prena‘d 
come; account, accrual & cash—cases 

Brown—fraud—disharment 

Bull—partners, death—rartner’s 

Burr—est, admin.—gifts 

Casale — insurance — Prunicr; 
funded 

Century Builders, Inc.—state, sales tax 
—speculative 

Citv of New Britain—collection, 
federal 

Coastal Oil— corp reorgan—Coastal 

Converse—family—propertu settlement 

Couchlin—ded & exp, travel—lawyers 

Court Holding Co.—liquidations—bad; 
partner, basis—appree‘ated 


inv.— 


accrual & 
interstate—work- 


local, 


ine 


Casale; 


lien— 





Crawford—unemploy —employment ap- 
plication 

Crowell Land and Mineral Corp.—farm 
—live stock 

aco aa Public Service—liquidations 
—ba 


Darlington Veneer Co.—inenrance—fire 

Detroit Park Shelton—partners & part 
—real 

Dexter—foreign. incom-—erempt 

Dobson—Tax Ct.—circuit 

Doran — insurance — stoc'’c 
Prunier 

Douglass Est—rift, minor—estate tax 

Drieborg—fraud—returns 

Fdenfield—redeem. dividerd—Holaew 

Evans—depreciation. salvare—IRS: 
fraud—disbarment; gifts, minors—in- 
come 

Exchange National Rank of Shreveport 
—coll. transfer—‘neuraner 

Federated Mutual Implement ard Hard- 
ware Insurance Co—foreign. income— 
exempt 

Feldman—fraud—refurns 

Fischer—redeem, dividend—Holeeu 

Fisher Plastics—collection, liens—feder- 





redemption; 


al 
Flaxlinum Insulating Co.—insurance— 
fire 
Flora—procedure—pay 
Fox—farm—livestock; 
—Holsey 
Frenler—coll, transfer—insurance 
Gallo—loss, carry—continuity 
ones Carolina Chem. Co.—insurance 
—fire 
Glickman—partners & vart—real 
Golonsky—insurance—fire 
Gotfredson—farm—livestock 
Gunther—ded & exp, travel—lawyers 
Hackett—comp—deferred 
Hardenbergh—family — property settle- 
ment 
Harris—family—property settlement 
Haynes—dependant—rental 
Hays—est. admin—gifts 
Hocking Glass Co.—in«urance—fire 
Holmes—est, admin—g’fts 
Holsey—redemption, dividend — Holsey; 
insurance—stock redemption: Prunier, 
stock retirement; corp—drafting 
Hubbard—foreign. income—ezxempt 
Ingalls—ded. & exp, inv—proxy 


redeem, dividend 


International Boiler Works Co.—insur- 
ance—fire 
International Business Mach. Corp.— 
state & local tax—federal enclave 
Iverson-redeem, dividend—Holsey 
J ennings— gift, minor—estate tax 
nq 
Avy P 
Kaufman’s Inc.—annuity—courts 
Kieferdorf—coll, transfer — life insur- 
ance; insurance 
Kindschi—fraud—professionals 
Knight-Campbell Music Co.—ded & exp, 
inv—proxy 
Koppers—loss, carry—continuity 
Krause—family—property settlement 
Lake—oil & gas—Lake 
Lehman—est, admin—gifts; trusts—re- 
ciprocal; stock, options—tar 
Levenson—exempt, organ—collapsible 
Libson Shops, Inc.—losses, carry—Lib- 
son Shops 
Lober—est, admin—gifts 
Long Poultry Farms—farmers—co-op- 
eratives 
Lowenthal—redeem stock, dividend — 
Zipp 
Macias—fraud—innocent 
Manahan—oil—intangible 
McDonald—farm—livestoclk 
McMurty—family—property settlement 
Merrill—family—property settlement 
Metropolitan—coll, lier. _ foreclosure 
Nell—foreign, income—exempt 
Newberry’s Est—est, admin—g fts 
Newmarket Mfg—loss, carry—c?ntinuity 
North Am Oil Consol—account. accrual 
—prepaid income; account, accrual & 
cash—cases 
Oates—comp—deferred 
Oppenheim’s—insurance—fire 
Pacific Northwest Alloys Inc.—state, 
sales tax—Washington 
Panhandle—state & loc, 
workable 
Pearlman—coll, transfer—insurance 
Pelton Steel—corp, accumulated—Pel- 
ton 
Phillips—coll, transfer—insurance 
Piedmont Mt. Airy Guano Co.—insur- 
ance—fire 
Prunier—insurance—Prunier; stock 
demption; stock retirement; Casale 
Riege!man—partners, death—partner’s 
Rigby—state, sales tax—speculative 
Rosenthal—family—property settlement 
Rosenwasser—gift, minor—estate tax 
Rowen—coll, transfer—insurance 


Sanders—insurance—stock redemption 

Schuessler—account, accrual— prepaid 
income 

Security Trust—coll, lien—priority 

Seijas—fraud—professionals 

Shoe—ded & exp, invest—derivative suit 

Shoe Corporation of America—insurance 
—Prunier; ded & exp inv—proxy 

Shreve—coll, transfer—insurance 

Smoot Sand & Gravel—corp, acc earn— 
Reas. 
Spermacet Whaling & Shipping—for- 
eign, business— analysis 
Stanton Brewery—loss, carry 
ity 

Steinreich—fraud—returns 

Stern—coll. transfer—insurance 

Stuart—coll, transfer—insu~anee 

Supplee—state & loc property—federal 

Sutter—ded & exp, travel—lawyers 

Sweet—est, mar ded—state court 

Tank Truck Rentals, Inc—deductions— 
penalties 

Texas Trailercoach—account, reserves— 
finance; dealers 

Third Nat’l Bank & Trust—tr—alloca- 
tion 

Tucker—redeem, dividend—Holsey 

Tyson—coll, transfer—insurance 

Van — & loc property—fed- 
era 

Wall—redeem,. dividend—Holse 

Wemyss—family—property settlement 

Western Union—coll, transfer—insur- 
ance 

White—state, sales tax—automatic 

Willett—partner, basis—appreciated 

Williams—compensation—reasonable 

wie Furniture Corp.—insurance— 
‘re 

Wilson—foreign, income—erempt 

Woldheim Realty and Investment Co.— 
account, accrual & cach—‘neurance 

Zens—redeem stock, dividend — Zipp; 
Holsey 

Zipp—redemption, dividend—Zipp; Hol- 
sey; insurance—Prunier; corp—draft- 
ing 


CODE SECTIONS DISCUSSED 


Articles containing extensive discussion 
of Code sections are listed below. The 
number is that of the section of the 
1954 Code, references are as in cases, 
above. 





tion—r 
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